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FOREWORD

The Committee on Federal Taxation of the American Institute of
Certified Public Accountants submitted this booklet representing its
recommendations for amendments to the Internal Revenue Code of 1954,
to the Ways and Means Committee of the House of Representatives.
The Committee’s objective in developing the recommendations is to
offer suggestions for improvement of the present provisions of the Internal
Revenue Code and to bring to the attention of the Congress the
Committee’s views regarding certain areas not included in the present
provisions of the Code.
These recommendations are not designed completely to revise or
reform the taxing statutes. The Committee recognizes that an extensive
revision of the Code based upon a re-alignment of basic concepts is a
necessary and desirable goal. In fact, in the past the Committee has
suggested that there be a complete overhaul of the revenue system and
that a nonpartisan Commission be created for this purpose.
The Committee continues to urge the establishment of such a com
mission. Short of a basic change in the tax structure, the Committee
feels that frequent major changes in the Code are not desirable in the
absence of compelling considerations of fairness either to taxpayers or
the Government. Major changes tend to make more difficult an already
complex system, the uncertainty of which is alleviated at least in part
by consistent application. Until there is a complete revision, the Com-
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mittee believes existing statutes should be altered only to simplify or
improve present rules, without disturbing their basic structure, or to
effect a more equitable distribution of the tax burden and a more
orderly administration of the tax laws. The Committee’s recommenda
tions are directed to this immediate problem.
It is the hope of the Committee that this booklet will assist the
Congress in its task of eliminating imperfections, ambiguities and in
equities from the tax structure.
The Committee on Federal Taxation urges review and adoption of the
recommendations presented in this booklet, and invites comments and
inquiries thereon.
Committee on Federal T axation
American Institute of Certified Public Accountants
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Recommendations

Subtitle A — Income Taxes
C H A P TE R I

Subchapter B —Com putation of Taxable Income

Section
61
Employees’ Moving Expenses

Reimbursement or payment of an employee's expenses in
curred in moving for the convenience of the employer should
not be included in the employee's gross income for either
new or old employees.

A

has long existed that expenditures by an employer, made for
the convenience of the employer, do not result in taxable income to
an employee despite the fact that the employee may receive some in
cidental economic advantage as the result of such expenditure.
The rule has invariably been applied to the expense of moving a
present employee to a new location or from one old location to
another one. The soundness of this rule, viewed in the light of its bene
ficial effect on the nation’s economy, is obvious.
The rule should be extended to cover the cost of, or reimbursement
for, moving expenses of a new employee whether hired for a new or
old location of the new employer. Considerations of equity as between new
and old employees would seem to dictate this result. Further, the ad
ministrative difficulty of determining when a “new” employee becomes
an “old” employee is eliminated.
rule

1

2

Section
61(a)(1)

2

Compensation for Services

Such items as commissions earned by an insurance agent on
policies on his own life and real estate commissions received
by a salesman on a purchase of real estate for his own ac
count represent a reduction in cost and should not be treated
as compensation for services rendered.
Minzer v. Commissioner, 279 F. (2d) 338, it was held that
I an Sol
broker's commission on policies on his own life were income

to him and in Kenneth W. Daehler v. Commissioner (CA-5) decided
June 30, 1960, reversing Tax Court 31 T.C. 722, it was held that the
commission received by a salesman on real estate purchased for his own
account was compensation for services.
No economic income can be derived from services rendered to oneself
and, therefore, no taxable income should arise.

Part

3

VI

Deductible Expenses— Year of Liquidation

A deduction should be allowed in the final return of a liqui
dated corporation for all expenses otherwise deductible which
were determined or accrued after the year of liquidation
except as provided in section 381(c)(16).
n illustration of the type of expense which would be covered by the

A

proposal is state taxes. Where a state tax is measured by income
reported to the federal government, any adjustments to income as a
result of an examination of the Federal return give rise to increased
state taxes; however, such taxes are deductible only in the year the
2

Federal audit is completed and the adjustments are reported to the state.
Under the provisions of Regulations section 1.164-1, taxes are deduct
ible if paid or accrued within the taxable year, and only by the person
upon whom imposed.
In Rev. Rul. 57-105 (CB 1957-1, 193) an assessment for state tax is held
deductible by an accrual basis taxpayer only when the amount of tax is
finally determined or when the liability is acknowledged.
Thus, where a corporation has liquidated before the Federal income
tax return is examined, these assessments would not be deductible by
the liquidated corporation or by the stockholders. Based on Arrowsmith,
et al v. Commissioner, 344 U.S. 6, they could only be deducted by the
stockholders as capital losses.
The necessary provision for extending the statute of limitations should
be made.

4

Part VI

Losses from Seizure of Property

A special provision patterned along the lines of the World
War II “war loss” provisions should be enacted to assure
deductibility of losses as casualties by United States citi
zens and residents (including corporations) through foreign
seizures, e.g., recent expropriations by the Cuban govern
ment.

A

similar to section 127 of the Internal Revenue Code of
1939 should be enacted to permit taxpayers who have sustained
losses as a result of foreign seizures to deduct such losses as casualties.
For example, losses sustained through the recent Cuban seizures should
be treated as casualty losses in the year of seizure. If there are subsequent
recoveries they should be treated under the provisions of section 1331.
3
provision

5

Section
162

Deduction for Expenses in Securing Employment

Employees should be allowed to deduct expenses which are
directly related to the securing of specific employment under
section 162 whether or not such employment is actually
obtained. In any event it should be made clear that re
imbursement of travel or other expenses in connection with
seeking employment does not constitute taxable income.
are two phases to this problem: first, the deductibility of the
T here
expenses of securing specific employment and second, the section

under which the expenses should be deductible. In the past year this
subject received considerable attention when Rev. Rul. 60-158 (I.R.B.
1960-17, 7) holding fees paid to employment agencies by employees non
deductible was published and was later revoked by TIR 231 (May 20,
1960).
TIR 231 states that the Internal Revenue Service “will continue to
allow deductions for fees paid to employment agencies for securing
employment” but does not mention other expenses in connection with
securing employment. The same compelling reasons for the change in
the Service’s stand with regard to employment agency fees should lead
to the deductibility of other expenses in seeking specific employment.
When the search for specific employment is unsuccessful, the expenses
should also be deductible. When a taxpayer is unemployed his economic
status is usually at a low point. It is just and equitable that expenses in
search of specific employment at such a time should be deductible.
Expenses incurred in connection with the search for employment are
within the theory of business expenses of section 162. In Rev. Rul.
55-600 (CB 1955-2, 576), the Internal Revenue Service expressed this
concept by saying, “Salaries and fees received by a taxpayer as compen
sation for services rendered represent income from a trade or busi
ness. . . .” This ruling followed the court’s decision in Joe B. Luton,
18 T.C. 1153. Therefore, expenses in connection with securing employ
ment should be deductible under section 162.

4

Section
162
212

6
Payments to Influence Legislation

Expenses incurred to defeat or promote legislation should
be deductible if the purposes therefor and the methods used
do not violate federal or state laws and the expenses are
otherwise deductible.
he R egulations bar the deduction of expenditures incurred for the
T promotion
or defeat of legislation without making any distinction

between proper and improper expenditures and regardless of whether
the expenditures are otherwise ordinary and necessary under the circum
stances. The law itself does not seem to prohibit the deduction of such
expenditures, but Regulations prohibiting it have been in effect so long
that the courts hold that they have the effect of law.
In recent cases, the U. S. Supreme Court has upheld the disallowance
of expenses incurred to defeat legislation which, if adopted, would have
completely eliminated the taxpayer’s trade or business. The expenses
were not illegal or immoral and were clearly necessary to preserve
the very existence of the taxpayer’s trade or business.
The Congress and other legislative bodies frequently invite testimony
of professional and business leaders when they are considering legislation.
We believe the taxpayers not only have the right but have an obligation
to express their informed opinions and share their experiences with
legislators and the public generally. When such activities bear a close
relationship to the taxpayer’s trade or business or to other activities
engaged in for the production of income and the methods employed are
legal and moral, the expenses thereof should be deductible for income
tax purposes.

5

Section
165(g) (3) ( A )

7
7

Worthless Securities in Affiliated Corporation

An ordinary deduction should be permitted with respect to
worthless securities in any corporation in which 80% of
each class of outstanding stock is owned directly by a cor
porate taxpayer.
law provides a deduction for worthless securities in an
P resent
affiliated corporation in which at least 95% of each class of stock

is owned directly by the taxpayer corporation.
This provision dates back to a provision enacted in 1942. In Report
No. 1631 (77th Congress, 2nd Session) the Committee on Finance stated
that this provision would permit such losses to be taken in full as an
ordinary deduction by the parent corporation if it owned directly 95%
of each class of stock of the subsidiary. The Report further states that
“Such a parent and subsidiary corporation may file consolidated re
turns and to this extent the corporate entity is ignored. Thus, the losses
of the one may be offset against the income of the other. It is deemed
desirable and equitable, therefore, to allow the parent corporation to
take in full the losses attributable to the complete worthlessness of
the investment in the subsidiary.” At that time the law required the
ownership of 95% of stock for the filing of a consolidated return.
The 1954 Code reduced the percentage of ownership required for
the filing of a consolidated return to 80%.
To be consistent with the premise on which the worthless security
provision was originally enacted, section 165(g) (3) (A) should be amend
ed to reduce the required percentage of ownership of stock from 95%
to 80%.

6

8

Section
166(f)

Bad Debt Deduction for Guarantor of Corporate Obligations
and for Lenders of Business Loans

Section 166(f) should be extended to provide a business
bad debt deduction for a guarantor (other than a corpora
tion) endorser or indemnitor of a corporate obligation the
proceeds of which were used in the trade or business of the
corporate borrower, as well as for a lender (other than a
corporation) to a corporate or noncorporate borrower who
used the proceeds of the loan in his trade or business.
present time, the Code provides an ordinary deduction for
payments by a taxpayer (other than a corporation) in discharge
of an obligation as guarantor, endorser or indemnitor of a noncorporate
obligation, provided the proceeds of the loan were used in the trade or
business of the borrower. There appears to be no sound reason for
differentiating between payments as a guarantor or a loss suffered by
an individual who initially made the loan which later became bad,
provided the loan was used by the borrower in his trade or business.
In Max Putnam v. U.S., 352 U.S. 82, the Supreme Court held that
a payment by an individual in discharge of his obligation as guarantor
of a debt of a corporation in which he was a shareholder constituted a
nonbusiness bad debt deductible only as a short-term capital loss. A
loss sustained as an endorser or guarantor should be treated the same
to the guarantor regardless of whether the borrower is a corporation
or some other type of tax entity provided the proceeds of the loan were
used in the trade or business of the borrower.

A

t the

7

9

Section
167

Amortization of Goodwill, Trademarks, Trade Names, etc.

The cost of purchasing goodwill, trademarks, trade names,
secret processes, formulas, licenses and other like intangibles
should be amortizable over their useful life as determined
by the taxpayer, or over a stated period to be fixed by
statute, whichever is longer, to the extent such items are not
otherwise treated under other sections of the Code.

A

taxpayer who purchases a

going business, which earns good profits,
usually pays an amount in excess of the fair value of the tangible
property. Such excess is generally attributable to goodwill and other
intangibles which have an indeterminable life. Under existing law no
deduction is allowable for excess until abandoned, whereas if the entire
purchase price has been attributed to depreciable assets, a deduction for
depreciation would have been allowable.
Section 248 allows a corporate taxpayer to amortize organizational
expenditures over a sixty-month period. We believe a similar election
should be extended to all other types of purchased intangibles for which
no provision presently exists.

10

167

Depreciation of Leasehold Improvements

Leasehold improvements should be considered depreciable
property even though the estimated economic life of the
property is longer than the term of the lease.
the provisions of section 167, taxpayers are permitted various ac
Under
celerated methods of depreciation providing the asset is property used

in the trade or business of the taxpayer or property held for the pro8

duction of income. On the other hand, section 162 provides that
amortization deductions are only allowable in equal annual amounts
over the life of the asset.
Regulations section 1.167(a)(4) indicates that capital expendi
tures for improvements on leased property are recoverable either
through allowances for depreciation or amortization. If the useful life
of the improvements is equal to or shorter than the remaining period
of the lease, the allowances take the form of depreciation under section
167. Where the useful life of the improvements is longer than the term
of the lease, Regulations section 1.162-11 (b) (1) provides that an
annual amortization deduction is allowed which is equal to the total
cost of the improvements divided by the number of years remaining
in the term of the lease.
The Supreme Court has held in Hertz Corporation, 364 U.S. 122,
and Massey Motors Inc., 364 U.S. 92, that for purposes of depreciation
“useful life” is the period over which the assets may reasonably be ex
pected to be useful to the taxpayer in his trade or business, and not the
period of the economic life of the assets. If a taxpayer has made im
provements on leased property where the term of the lease is shorter
than the economic life of the improvements, the useful life to that tax
payer is the term of the lease. This taxpayer should therefore be entitled
to an accelerated depreciation deduction and not be restricted to straight
line amortization. In determining the term of the lease, section 178
would, of course, be applicable.

9

Section
212

11
Deduction for Preliminary Investigation of Business or
Investment Opportunities

Expenditures in connection with preliminary investigations
of businesses or investment opportunities, in order to deter
mine whether an investment should be made, should be
deductible under section 212,
to 1957 the Internal Revenue Service followed I.T. 1505 (1-2
Prior
CB 112) in permitting a deduction for expenses incurred in de

termining whether or not an investment should be made. The ruling
.held that such an investigation constituted a transaction entered into
for profit and that upon abandonment of the enterprise the expenses
incurred became a loss deductible in the year of abandonment.
Rev. Rul. 57-418 (CB 1957-2, 143), after reviewing the history of
the application of the rule, revoked I.T. 1505 and established a new
rule that “a loss sustained during a taxable year with respect to expendi
tures incurred in search of a prospective business or investment is de
ductible only where the transaction has actually been entered into and
the taxpayer abandons the project.”
Expenditures made in connection with a preliminary investigation of
business or investment opportunities should be deductible even if a
taxpayer abandons the projected activity before entering into a mate
rial amount of activity in connection with the project. Such preliminary
expenditures should be equivalent to those which are admittedly de
ductible where the taxpayer has engaged in material activity. See
Charles T. Parker, 1 T.C. 709, distinguished by the Service in Rev.
Rul. 57-418.

10

12

Section
246(b)

Limitation on Deductions for Dividends Received

The limitation on the deduction for dividends received equal
to 85 % of taxable income should be eliminated; in any
event, the interaction of this section and section 172 which
creates an awkward situation in which $1.00 of deductions
can make a substantial difference in the amount of tax,
should be removed.
246(b) (2) provides that the limitation of section 246(b) (1)
shall not apply for any taxable year for which there is a net operating
loss. Thus, in the case of a net operating loss, regardless of how small it
might be, the taxpayer is allowed the dividends received deduction with
out limitation. On the other hand, in the absence of a net operating loss,
regardless of how small the taxable income may be, the taxpayer’s de
duction for dividends received is limited to 85% of taxable income
under section 246(b)(1). This creates the awkward situation in which
$1.00 of deductions can be the determining factor for the allowance or
disallowance of thousands of dollars of the dividends received deduction.
Elimination of the limitation on the deduction for dividends received
would avoid this “notch” situation which discriminates against corpora
tions having a net loss, before taking dividends received into account,
which is smaller than the amounts of such dividends.

S

ection

11

13

Section
248(b)

Reorganization, Stock Dividends, Stock Splits, Registration
and Stock Listing Expenses

The deduction for organizational expenses should he ex
panded to include reorganisation (including, if deemed
necessary under the law, stock dividends, stock splits, etc.),
registration and stock listing costs,
section 248(a) a corporation is given an election to amortize
Under
its organizational expenditures as deferred expenses over a period of

not less than sixty months beginning with the month in which the cor
poration begins business. The definition of organizational expenditures
in section 248(b) may not be sufficiently broad to include reorganization
expenses including stock dividends and stock splits, or to include regis
tration and stock listing costs. The Regulations confine the deduction
to expenses directly attributable to the creation of the corporation and
do not permit the cost of selling the shares of stock, commissions, pro
fessional fees, or printing costs of the stock certificates to be amortized.
Reorganization expenses, the cost of stock registration and stock
listings, the cost of printing certificates for stock dividends and stock
splits are all expenditures of a like or similar nature which should be
included under section 248(b). There is no reasonable basis for a dis
tinction between organization and reorganization expenses nor between
the original capitalization expenses and the expense of printing and
preparing stock certificates on subsequent stock dividends or stock splits.
269
Carryover of Operating Losses —
Acquisition of New Businesses

should be made clear that in the absence of a change of
ownership of 50% or more of an existing corporation,
carryover of operating losses should not be denied merely
because of the acquisition of new businesses,

It

(For an explanation of this recommendation refer to the General Com
ments on p. 33 and the explanation of recommendation number 46 on
p. 34.)

12

Subchapter C —Corporate Distributions and Adjustments

14

Subchapter
C

General Comment on Subchapter C

he complexity of the rules for determining the tax effects of cor
T porate
distributions, liquidations, organizations, reorganizations, and

carryovers offers an invitation and at the same time a barrier to the
innovator who would change them. Faced with this dilemma, the com
mittee on federal taxation has applied three basic tests in considering
possible changes. The tests are those of fairness, simplicity, and consistency.
Fairness requires there should be reasonable protection of the gov
ernment’s ability to levy a tax upon the sources of its revenue but
without at the same time placing an unwarranted restraint upon the
movement of capital. In an area where all of the rules are man made
and where it is difficult to fit ordinary concepts of equity, fairness
requires also that the determination of the extent to which income
arises in corporate formation and distribution should be based as much
as possible upon guiding principles which serve as bases for the
many detailed provisions devised to fit the variety of situations
that might be productive of taxable income. If a rule of principle is
preferable in the final analysis to one of expediency, it should follow
that if a corporation is to be treated as a separate taxable entity to the
detriment of the interests of taxpayers, as is the case in the taxation of
dividends and in the application of the continuity of interest concept to
reorganizations to permit the carryover of items such as earnings and
profits, the same treatment should be available when the effect is to
aid taxpayers and reduce the revenue, such as is the case where there
is to be a carryover of net operating losses.
In the area of Subchapter C simplicity may be more a dream than
13

an attainable goal. At the same time, any proposal that offers
real prospects of simplification should attract support because of its
potential for easing the burden of administering the law and reducing
the problems of taxpayers and their advisers in determining their position
under the law. It is apparent, however, that minor improvements may
result in confusion instead of simplification if they require basic
conceptual changes in a complex structure that has been clarified at
least in part by past interpretations.
This suggests that consistency should prevail except where the weight
of fairness or simplification is clearly overwhelming. Adherence to con
sistency does not mean it should be necessary to forego minor changes
as much as it means that major changes should not be introduced
unless the resulting improvements more than offset the confusion that
may be expected to accompany them.
If major changes resulting in only minor improvements do not
justify disorienting the many taxpayers and practitioners who are
familiar with existing rules, it is important that there be some resistance
to the natural attraction of the novelty that is present in many suggested
changes. This seems particularly true when it is remembered that some
of these changes appear to present fewer problems only because they
have not yet been made to stand the test of actual use.
If taxpayers and practitioners are to resist the novelty of what might
be unnecessary changes, the Treasury should exercise some restraint in
seeking additional sources of revenue and should not surrender to what
often seems to be an unrelenting search for additional tax wherever it
may be found.
The committee believes the application of these tests to proposed
changes will provide greater stability in the Subchapter C area with
out at the same time preventing modifications that are necessary.
For example, the committee offers several suggestions for improvements
in Part II, which deals with corporate liquidations, but does not adopt
the current proposal for nonrecognition of gain to all shareholders
upon a corporate liquidation, accompanied by the introduction of the
so-called basis-over-basis rule. Although the committee might be prepared
to agree that the proposed change would be somewhat better than the
present rules if it had been part of the tax structure through the years,
the arguments in its favor do not seem to be sufficiently strong to
justify making the change at this time. In fact, the possible improvements
that would stem from this change would seem to be offset to some
14

extent by problems it would create. Even if it should be accepted
that shareholders in a closely held corporation should not be made to
realize gain from property appreciation upon liquidation of the corpora
tion, it may be questioned whether there is actually an absence of gain
in those cases where stock is widely held and shareholders are not closely
identified with the corporation they own.
Considering the changes that might be made in Subchapter C the
committee offers suggested changes which for the most part would result in
improvement of the present rules without disturbing their basic structure.

15

Section
301(b)(1)(B)
301( d) ( 2) (B)

Distributions — Foreign Corporations

Distributions o f property fro m a foreign corporation, and
distributions o f property received by a foreign corpora
tion not engaged in trade or business in the United States,
should be taken into account at fair m arket value in deter
mining the amount of the distribution and the basis of the
distributed property.
of property by a foreign corporation to a corporate
D istribution
shareholder and distributions of property to a foreign corporate

shareholder not engaged in trade or business in the United States gener
ally are not subject to the dividends received deduction. Consequently,
there is no problem of having a stepped-up basis resulting from the
receipt of a dividend to which the dividends received deduction would
apply. The amount of such distributions and the basis of the distributed
property to the corporate shareholder should be the fair market value
of the distributed property.

15

Section
301(b ) ( 1 ) B)
301(d) ( 2) ( B)

16

Recognition of Gain to Distributor

Any gain recognized to a distributor corporation upon the
distribution of property to a corporate distributee should
be taken into account in determining the amount of the
distribution and the basis of the distributed property.
law takes into account only gain recognized to the distributor
Present
corporation on account of distribution of LIFO inventory and of

property burdened with a liability in excess of the basis for the dis
tributed property.
All gains recognized to the distributor corporation should be taken
into account. This principle should apply to the gain recognized under
section 453(d) upon the distribution of an installment obligation.

302(c) (2) (A )
Lost Basis — Redemption of Stock Taxed as Dividend

Basis should not be lost when redemptions of stock are
taxed as dividends. Specific statutory provision should be
made along the following lines:
(1) Where the proceeds of stock which is sold or redeemed
are taxed as ordinary income, the allocation of basis to
other stock held by the taxpayer, if any, should be
clearly provided.
(2) If the taxpayer has been taxed on account of direct
attribution (through family, partnership, estate, cor
poration, or trust (only to the extent taxpayer is a
16

beneficiary)) the basis of the taxpayer’s stock should
be allocated to the stock that was the basis of the
attribution.
(3) Any basis not so allocated should be allowed as an or
dinary loss. In that case, the dividend credit should not
be allowed on a related portion of the distribution.
(4) The taxpayer to whose stock basis is allocable hereunder should be allowed a period of one year from
the date of final determination (that a redemption is
to be treated as a dividend) to file claim for refund
if the statute of limitations would otherwise foreclose
that right.
(5) With respect to section 302(c)(2)(A), if during the
10-year period in which the reacquisition rules apply,
the taxpayer should acquire an interest in the corpora
tion, provision should be made to prevent the loss of
the basis of the stock surrendered in the redemption
transaction which is subsequently treated as a dividend.
of basis is obviously unfair, and certainly was not intend
Deprivation
ed. Under the Regulations where the stockholder still has stock

the correction is automatic, and where his ownership is indirect, but
directly traceable to him, the correction follows the stock. However,
this does not correct the entire problem. Where the taxpayer retains
no ownership he should be allowed the basis by way of a loss. An
ordinary loss will not contradict the intent of the sections which prevent
capital gain. The effect would be a non-capital transaction.
If there is a reacquisition during the 10-year period, the statute of
limitations is left open for assessment. Similar protection should be
extended to the basis of the stock redeemed.

17

Section
302(c ) (2 )(B ) (ii)

18

Reacquisition of Stock by Creditor from Third Party

The rules regarding reacquisition of an interest in a cor
poration following a redemption in complete termination
should not apply where the former stockholder reacquires
stock upon the enforcement of his rights as a creditor
against a debtor other than the distributor corporation.
rdinarily where a corporation which redeemed stock in a termination

O

of interest is a debtor of the former stockholder, the stockholder
should be able to enforce his rights as a creditor in some way other than
by a reacquisition of the stock redeemed. His right to proceed against cor
porate property should provide adequate protection. Where the debt
or is a third party who holds stock in the redeeming corporation,
the former stockholder should not be prevented from taking the stock
of the third party in enforcement of his rights as a creditor.

19

306(a)
Pledged Section 306 Stock

A disposition should not be deemed to take place when se
curities are pledged unless pledged without recourse.
page 242 of the Report on H.R. 8300 (Report No. 1622, 83rd
A t Congress,
2nd Session) the Committee on Finance stated that a

disposition of section 306 stock will be deemed to exist when securities
are pledged. Also, Regulations, section 1.306-1 (b) (1) provides “The
term ‘disposition' under section 306(a) (1) includes, among other things,
18

pledges of stock under certain circumstances, particularly where the
pledgee can look only to the stock itself as its security.” In order to
accomplish the purpose of section 306, a disposition need not be
deemed to take place before the securities are in fact used to pay the
debt or to cancel the debt, which would be the effect of a pledge without
recourse.

20

Section
306(a)(1)

Dividends Received Credit or Deduction

The amount treated as ordinary income on a disposition of
section 306 stock which is not a redemption should also
be made subject to the dividends received credit or deduction.
amount
realized is treated as a section 301 distribution and the dividends
received credit or deduction is available. Similar treatment is not pro
vided if the disposition of section 306 stock is not a redemption.
While the amount realized is treated as a gain from the sale of
property which is not a capital asset, the concept of the section is to
treat and tax the amount realized as a dividend. Therefore, the share
holder should be entitled to the dividends received credit or deduction
as if a dividend distribution had been made.

W

hen a disposition of section 306 stock is a redemption, the

19
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Section
307 ( b) ( 1 )

Zero Basis Rule — Stock Rights

The zero basis rule applicable to certain stock rights should
be limited to distributions of rights in those cases where
during the taxable year the fair market value of rights re
ceived by a shareholder in respect of the stock of each
company in which he owns stock does not exceed $1,000.
present law where rights are distributed and the fair market
Under
value of the rights at the time of distribution is less than 15%

of the fair market value of the old stock at that time, the basis of the
rights is zero unless the taxpayer elects to determine basis by al
location. The application of this rule permits avoidance and in some
cases abuse. Where stock is acquired shortly before the distribution of
stock rights is made, the shareholder may exercise the rights, adopt the
zero basis (if applicable), sell the stock originally held, and obtain a
short-term loss, retaining a no-basis position with respect to the rights
portion of the stock acquired by the exercise, making possible a
subsequent long-term gain. The recommended limitation will prevent
serious abuse in this area.

318(a) (2)

22

Constructive Ownership Rules for Estates and Trusts

The same constructive ownership rules should be applied to
estates as those now applicable to trusts.
and trusts should be treated alike for the purpose of de
Estates
termining the proportionate interest of beneficiaries. The actuarial

test now applicable to trusts is preferable. However, in applying this
test there should not be attributed to any beneficiary stock owned by
the estate or trust where the beneficiary can have no interest as income
beneficiary or as remainderman in that stock.

20
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Section
318(a)(4)

Reattribution of Stock Ownership

There should he no reattribution of stock ownership through
estates, trusts, partnerships or corporations.
present law the instances of multiplicity of attribution bring
Under
about not only inequities but virtually hopeless confusion, par

ticularly where several entities such as estates and trusts or partnerships
are involved with family groups. There appears to be no sound reason
why shares of stock should be counted limitless times under the con
structive ownership rules. It is strongly urged that to eliminate this
problem section 318(a) (4) should provide that stock will be counted
only once in determining constructive ownership under the rules of
attribution.

24

332(c)(2)

Satisfaction of Indebtedness of Subsidiary to Its Parent

The rule regarding satisfaction of indebtedness of a subsid
iary to its parent should be amended to provide for non
recognition of gain or loss to the distributing corporation
by virtue of distributions of property in discharge of in
debtedness created after the adoption of the plan of liquida
tion.
law provides only for nonrecognition of gain or loss as to
Present
distributions of property in satisfaction of indebtedness which ex

isted on the date of adoption of the plan of liquidation. It may be
necessary occasionally to create similar indebtedness after a plan is
adopted but before the liquidation is completed. There is no reason
why the nonrecognition rule should not also apply to distributions of
property in satisfaction of such indebtedness.
21

Section
334(b)(2)

25

Installment Obligations

Where a subsidiary corporation distributes an installment
obligation to its parent corporation in a section 332
liquidation in which the basis of the obligation to the parent
is determined under section 334(b)(2 ) , the distribution
should he treated as a disposition of the installment obliga
tion under section 453(d).
the basis rules of section 334(b) (2) the parent company would
Under
seem to have a basis for the installment obligation equal to its face

amount, and no gain would be realized on subsequent collections. In
the absence of the recommended change, the unreported income repre
sented in the uncollected installments would go untaxed.

334(b)(2)

26

Accounting In Year of Liquidation

Where a subsidiary corporation which reports income on a
cash basis or under a completed contract method of account
ing, distributes all of its assets in liquidation to its parent
corporation and the basis of the assets to the parent is de
termined under section 334(b)(2), adjustment should be
made to the taxable income of the subsidiary corporation
for the taxable year in which liquidation occurs to reflect
income actually earned on the accrual method of accounting
to the date of liquidation, even though not otherwise re
portable under the subsidiary’s regular method of account
ing,
the basis rules of section 334(b)(2), the parent company
Under
would seem to have a basis for unreported receivables or for a
22

long-term contract in an amount which would include the accruable
but unreported profit. The recommended change is necessary so that this
unreported income is taxed to the subsidiary corporation and does not
escape taxation.

27

Section
334(b)(2)

Liquidation of Subsidiary and Sub-subsidiary

Where there is to be a change in the basis of assets received
in the liquidation of a purchased subsidiary and where the
purchased subsidiary has a subsidiary which also is to be
liquidated, the basis of the assets received from both sub
sidiaries should be determined under 334(b)(2) irrespec
tive of which subsidiary is liquidated first.

A

material difference may result where there is a

liquidation of a sub
sidiary which in turn has its own subsidiary. If the sub-subsidiary
is first liquidated into the subsidiary which is in turn liquidated into
the parent, a different result is reached than where the subsidiary is
first liquidated into the parent (transferring the stock of the sub
subsidiary to the parent) and then the sub-subsidiary is liquidated into
the parent. It is the position of the Internal Revenue Service that
section 334(b) (2) does not apply to the liquidation of the sub-subsidiary
in the latter situation. This difference should be eliminated.

23

28

Section
337( a)

Involuntary Conversion — A S ale or Exchange

For purposes of section 337 an involuntary conversion
should be treated as a sale or exchange.
56-372 (CB 1956-2, 187), the Internal Revenue Service
IntookRevthe. Rul.position
that the receipt of fire insurance proceeds in con

nection with a fire loss which resulted in an involuntary conversion did
not constitute a sale for the purpose of section 337. Regardless of the
correctness of that position, it is contrary to the intent of section 337
and should be overcome by statute.

29

341(a)

Treatment of Short-Term Gain

The language that makes section 341(a) applicable only
to a gain which would otherwise be treated as a lo n g -te r m
capital gain should be eliminated. The gain on sale or ex
change of all collapsible corporation stock should be treated
as gain from the sale or exchange of property which is not
a capital asset, regardless of holding period.
present law the gain affected by section 341 would only be
Under
gain from the sale or exchange of a capital asset held for more

than six months. In the event of sale of, distribution in partial or com
plete liquidation on, or related distribution with respect to stock held
for six months or less, the gain would be considered as gain from a sale
or exchange of property which is a capital asset even though the stock
was section 341 stock. Under these circumstances capital losses could be
applied to offset all such gains.
24

Section
341(a)
341(d)

30
Convertible Bonds and Options as Stock

For the purpose of applying section 341, convertible bonds
and options should be treated as stock.

Ifbonds or options are convertible into stock of a collapsible corpora

tion, the gain realized from the disposition of the convertible bonds
or the options should be treated in the same way as the gain from the
disposition of stock in a collapsible corporation.

31

341(b)
337(c)(1) (A)

Collapsible Corporation — Application of Section 337

Although the nonrecognition provisions of section 337 are
made inapplicable when a sale is made by a collapsible cor
poration, the section should apply in the case of an other
wise collapsible corporation if the limitations on the applica
tion of section 341 under section 341(d)(2) or (3) would
apply.
the stockholders would not be subject to collapsible treatment under
Ifsection
341, section 337 treatment should be available. If sale of the

stock would give rise to capital gain, there is no reason to forbid section
337 treatment. This change is necessary because the definition of a col
lapsible corporation in section 341(b) does not include the limitations
of section 341 (d) on the application of section 341.

25

Section
341(d)(2)
Clarification of Over-70-Percent Test

The extent to which "gain is attributable to the property"
for purposes of the over-70-%-limitation test should be
clarified.
on sale of section 341 assets in prior years or in the
current year up to the time of sale or redemption or distribution
in partial or complete liquidation should not be treated as collapsible
asset gain. If the corporation has paid or will pay tax on gain realized
on previous sales of collapsible assets, it is inequitable to continue to
treat the gain as collapsible asset gain.

A

ny realization

33

355

Definition of a Single Trade or Business

Section 355 should apply to the division of a single trade
or business between two stockholders or groups of stock
holders provided the segments of the business are continued
thereafter.
occur where it is important to divide a single busi
Manyness,instances
as for example, where two or more groups of stockholders

cannot agree upon management of the corporation and where the busi
ness is susceptible of division into two or more parts. Under the present
provisions of section 355, as interpreted in the Regulations, the require
ment that there must be at least two active trades or businesses may
prevent application of this section in such cases, even though there
would actually be two or more separate businesses in operation after
the division. Although this aspect of the Regulations was held to be
invalid by the Tax Court in Edmund P. Cody, 33 T.C. 771, non
acq., the decision has been appealed. A clarifying change in section
355 would be desirable to avoid further litigation.
26

34

Section
355(b)

Distributions — Court Order Pursuant to Antitrust Laws

The five-year active business requirements of section 355(b)
should not be imposed upon distributions of stock or securi
ties to shareholders under Court order pursuant to anti
trust laws, etc.
could arise where following an acquisition a Court
T hedecreesituation
would require divestiture of ownership of a controlled cor

poration and thus place on the shareholders a totally unexpected tax
burden. In such circumstances the five-year rule would bear little or
no relationship to the original intent at the time of acquisition or com
bination and should, therefore, be inapplicable in such cases. The active
business requirement would normally pose no problem in such cases.
The problem stems from the five-year rule.
35

355(b)(1)(B)

Assets of Distributing Holding Company

It should be made clear that distribution of the shares of
corporations controlled by a holding company is per
mitted even though the holding company’s assets may
include assets other than stock or securities in the controlled
corporation.
great majority of cases involving holding companies it is the
Inruletherather
than the exception that certain assets would be retained

for the purpose of payment of expenses, franchise taxes, etc. It would,
therefore, appear that there is no practical reason for requiring that
there be no assets other than the stock or securities prior to the distri
bution. Section 355(b)(1)(B) should be amended to provide that no
substantial part of the assets of the distributing corporation consist of
other than stock or securities in the controlled corporations.

27

Section
355(b)(2 )(C )

36

Acquisition Pursuant to Section 337

It should be made clear that the active business requirement
is not met in a case involving a purchase to which section
337 applied even though no gain or loss was recognized to
the selling corporation.
the present provisions of section 355(b) (2) (C) it is possible
Under
that an acquisition pursuant to section 337 could qualify under

the five-year active business rule even though the trade or business was
purchased in the ordinary sense. Accordingly, it is recommended that
such acquisitions within the five-year period be treated for purposes of
section 355 as acquisitions in which gain or loss is recognized even
though by reason of section 337 there is no recognition of gain or loss.

37

356

" Boot" Treated as Interest Income

Such part of any “boot” received in exchange for debt se
curities which has the effect of the payment of interest
should be treated as interest income to the recipient.
the case of Commissioner v. Carman, 189 F.(2d)363, the court
In held
that since “boot” received in respect of interest does not

have the effect of a dividend, section 356 provides only capital gain
treatment for the recipient. The amount of “boot” to be treated as
interest should be limited to interest accrued on the securities since the
date of acquisition of the securities by the person receiving the “boot”
or by a person from whom the recipient acquired the securities in a
transaction in which no gain or loss was recognized.
28

38

Section
356 (a)( 2)

Treatment of "Boot"

Section 356(a)(2) should he eliminated and in its stead
there should be substituted provisions that:
(a) to the extent there is a distribution of “boott" which
has the effect of the distribution of a dividend within
the principles of section 301, treat such amount as a
dividend for all purposes of the Code, whether or not
the receipt of “boot" resulted in a gain.
(b) treat as a partial liquidation under section 346 such
part of the “boot" received which has that effect, and
(c) treat as a redemption of stock under section 302, such
part of the receipt of “boot" which has that effect, deter
mined by reference only to stockholdings of the share
holders of the acquired corporation immediately prior
to the reorganization.
rare exceptions the courts and the Internal Revenue
Service have treated the “boot” provisions of section 356(a) as
requiring that any gain attributable to the “boot” shall first be treated
as a dividend to the recipient shareholder to the extent of his ratable
share of the earnings and profits accumulated since March 1, 1913. Only
the balance of any gain then results in capital gain. See discussion in
Mertens’ “Law of Federal Income Taxation,” section 20.148. There
seems to be no sound reason for:
(a) the lack of symmetry between section 356(a) (2) on the one hand
and sections 301, 302, and 346 on the other,
(b) having the existence of a dividend under section 356 depend upon
accumulated earnings instead of first current earnings as under
section 301, and
(c) in effect, requiring that the distribution of “boot” in every reorgani
zation will always result in dividend income unless the distributing
corporation has a deficit, without regard to whether or not the
recipient shareholder has in substance been in receipt of a distribu
tion in partial liquidation or a distribution arising from a dispropor
tionate redemption of some of his shares.

W

ith but
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Section

357(c)

Assumption of Liabilities in Excess of Basis

The nature of the gain to he recognized because of assump
tion of liabilities in excess of basis should be determined
from the nature of the assets to which the liabilities relate.
357(c) pertains to exchanges under section 351 or under
section 361 arising from a section 368(a)(1)(D) reorganization.
In such exchanges if the aggregate of liabilities assumed and liabilities to
which property is subject exceeds the total of the adjusted basis of the
property transferred, then the excess is to be considered “as a gain from
the sale or exchange of a capital asset or of property which is not
a capital asset, as the case may be.” Under the examples given in Regu
lations section 1.357-2(b), in the case of a mixture of capital and non
capital assets or a mixture of short-term and long-term capital assets,
the gain is to be allocated as being capital or noncapital or short-term
or long-term in the ratio of the fair market value of each class of assets
to the total fair market value of all assets. Such an arbitrary allocation
may be inappropriate. If a liability is a lien upon or directly relates to
a particular piece of property, then the gain arising from that liability
should have the character of that property. For example, a mortgage
liability on a particular piece of property should result in capital or
noncapital gain depending upon whether the property itself is a capital
or noncapital asset.

S

ection
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Section
368( a) ( 1) ( B)

Type-B Reorganization — Exchange of Cash

In an exchange of stock for stock in a type-B tax-free re
organization, the issuance by the transferee of cash to avoid
fractional shares, or the assumption by the transferee of
reorganisation expenses or transfer taxes should be affirm
atively recognised as not impairing qualification.
rule requiring “solely” voting stock is too stringent, and should
T hebe relaxed
to permit a limited exchange of cash for legitimate business

purposes.

41

381(a)

Tax Attributes in Divisive Reorganizations

Inheritance by a successor corporation of the various tax
attributes of a predecessor should apply to divisive re
organisations and to a transfer of assets by a corporation
to a subsidiary.
this addition to the Code it is possible for a corporation
to terminate previous adverse elections by transferring all or part
of its business to a newly formed corporation which can make elections
that will be more advantageous in the future.

W

ithout
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Section
381(a)(2)

42

Insolvency Reorganization Under Section 371

An insolvency reorganization under section 371 should be
specifically included in those to which section 381 may be
applicable. If a section 371 reorganization also happens to
come within section 368, it is not clear whether carryovers
will be denied because the specific section involved is sec
tion 371.

here a bankrupt corporation transfers assets to another corpora
tion owned by the former creditors and it is recognized for pur
poses of basis of the assets that there is continuity, then this continuit
should likewise apply to the items covered by the carryovers of section 381.

W

381(c)

3
4
Additional Attributes to Be Taken into Account —
Deductions for Research, etc.

The items to which an acquiring corporation shall succeed
and take into account should include specifically the fol
lowing: deductions for research, tax accruals, excess soil
and water conservation, and accelerated amortization; elec
tions on war loss recoveries and foreign tax credit; disallowed
loss on family transactions, borrower’s status for section
312(j) windfall distributions, unamortized expense of issu
ing bonds, amount of reserve for bad debts; and general
provision should be made for other items for which inherit
ance would be considered appropriate.
items should logically be carried over from a predecessor to a
T hese
successor corporation, but their omission from the detailed list in

the Code might lead to an inference that they are not to be so treated.
32
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Section
381( c ) (16)

Obligations Reflected in Stock, etc., Transferred

The last sentence of section 381 (c) (16) disallows deductions
attributable to the assumption and ultimate payment of ob
ligations of a predecessor in cases where the obligations were
taken into account in determining the value given to the
predecessor company on the exchange. It should be repealed.
he theory of section 381 is to place the successor corporation in the
T shoes
of the predecessor. This should be done with obligations of

the predecessor which have not ripened into deductible expenses until
after the exchange. The deductibility arises because of the continuity
of interest of the old shareholders. It should not be made dependent on
the allocation of the price paid by the new shareholders in the combined
enterprise.

45

382
269

General Comment — Carryover of Operating Losses

The committee on federal taxation is concerned with the
possibility that recent proposals for legislation regarding
the carryover of operating losses by corporations under
going changes, coupled with the apparent intransigence of
the Treasury Department in its attempt to deny operat
ing loss deductions wherever possible, will result in an
inequitable departure from the present pattern of corporate
taxation.
is to be recognized as a separate taxable person and if,
If asa corporation
seems desirable, a continuity of interest is to justify maintaining

the identity of that corporate person despite changes in its structure,
33

there would seem to be no justification for denying access to carryover
deductions except where changes of both ownership and business are
such as to create a new business person.
Where stockholders have pooled their capital in a corporation for the
purpose of doing business at a profit but instead have sustained losses,
it is logical for them to seek to recoup those losses by improving the op
erations of the losing business or by engaging in another business that
might be more profitable. If the latter course is taken and if a new
business is acquired, the operating loss carryovers should be avail
able as though the recovery were from improved operations. In the
absence of a change of ownership sufficient to break the continuity of
interest, the continuing tax identity of the corporate person should be
recognized. The committee believes that to do otherwise would be to
place fiscal expediency ahead of reasonable tax policy.
For the same reasons, maintenance of the separate corporate person
should be recognized, as is done under present law, when there is a
change of ownership but no significant change in business activities.
However, where there is a significant change of business activities
coupled with a change in ownership, the law should recognize that the
effect is the same as formation of a completely new taxable person, and
the carryover of loss deductions should be denied.
The committee believes that these objectives can be accomplished
within the present structure of sections 269 and 382.
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Section
269

Carryover of Operating Losses —
Acquisition of New Businesses

It should he made clear that in the absence of a change of
ownership of 50% or more of an existing corporation,
carryover of operating losses should not be denied merely
because of the acquisition of new businesses.

A

this has generally been understood as being the state of the
law in the past, an apparent change in Treasury Department policy

lthough

34

makes clarification by Congress necessary if taxpayers are to avoid
protracted litigation to maintain the reasonableness of this position. An
example of the position urged by the Treasury may be found in Kolker
Bros., Inc., 35 T.C. No. 38. Although the Treasury position was not
accepted by the Court, clarifying legislation is desirable.

Section
382

47
Acquisitions Through Reorganizations —
Percentage Reduction Rules

The percentage reductions in section 382(h) applicable in
the case of reorganisations of loss companies should be re
placed by rules similar to those applicable to purchases
under section 382(a). That is, where shareholders of the
loss company do not retain an interest of 50% or more in
the continuing company the operating loss should be denied
unless a “continuity of business" test is met. There should
also be a provision under which substantially all the assets
received from the loss company could be transferred to a
subsidiary, if the subsidiary meets the continuity of business
test.
here seems to be no basis for distinguishing between a sellout
T accomplished
by means of a taxable transaction and one accomplished

by a reorganization even though the selling shareholders retain an interest.
In either case the “continuity of business” test should be applied. The
alternative of allowing the carryover to remain in a subsidiary is neces
sary to permit use of the loss against profits from a continuation of the
loss corporation’s business even though the acquiring corporation has
other types of business.
35

48

Section
382(a) ( 1)
"Continuity of Business" Test

Where there has been a change in ownership of a loss com
pany, a reasonable but more specific “continuity of business”
test should be applied. Expansion of existing lines of prod
ucts or services, including the acquisition of a business having
the same product or service, should be permitted. In addi
tion, the company should be permitted to enter a new
business which is a natural outgrowth of the existing busi
ness provided that the new business is not a major portion
of the whole. The loss company should not be prevented
from dropping unprofitable lines or from moving its loca
tion or changing its personnel in an effort to earn profits
against which it may offset the loss carryover.
of this section is to prevent new owners from acquiring
T ahelosspurpose
company and using its loss against profits from an unrelated

business undertaken under the new management. New owners should
not be prevented from discontinuing or radically changing unprofitable
lines of business or expanding existing lines. They must, however, be
prevented from using a loss carryover against entirely new lines of
business.
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Section
382

Rules Relating to Unrealized Losses
in Changes of Ownership

Where there is a change of ownership accompanied by a
change of business the same prohibitions should be pro
vided against unrealized losses as against operating loss
carryovers.
is no more reason to permit the carryover of basis in excess
T ofherecurrent
values than the carryover of losses. Both can be used to

accomplish the same purpose when a change of ownership is for the
purpose of obtaining loss deductions instead of operating the acquired
business.
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382(a ) ( 1)

Period Over Which Changes in
Stock Ownership Are Measured

In making a comparison of stock, ownership for purposes
of section 382(a), the earlier date should be "twenty-four
months before the end of the taxable year."
382(a) provides a period of time over which a change in
ownership is measured. This period should be a uniform period,
such as twenty-four months, and should not be shortened merely be
cause a taxpayer has a short taxable year. Short years may arise from
entering into or withdrawing from a consolidated group or from a change
in fiscal year, neither of which should result in a reduction in the period
of time for testing changes in stock ownership.

S

ection
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Section
382(a ) (4)

Definition of "Purchase”— Type-B Reorganization

The definition o f “purchase” for the purpose of determining
changes in ownership under section 382(a) should be ex
panded to include acquisitions of stock for stock in a type-B
reorganisation.

A

t present a com pany can acquire control of a loss corporation by

issuing its ow n stock in a reorganization that qualifies under
section 3 6 8 ( a ) ( 1 ) ( B ) w ithout becom ing subject to the restrictions on
use of the loss carryover contained in either subsections (a ) or (b ) of
section 382. T his should not be perm itted, and this type of transaction
should be brought w ithin the provisions of section 3 8 2 (a ).

382(a )(1)

52

Limitation on Denial of Net Operating Loss Carryover

The loss of the carryover should be restricted to losses
which occurred before the change in stock ownership and
the change in business.
o f the present w ording in section 3 8 2 (a ) (1 ) (A ) ( ii) , if there
Because
was a change in ow nership and a change in business at the beginning

of a taxable year and the changed business show ed a net operating
loss in that year, that net operating loss could be denied as a carryover
to succeeding years. T his result probably was not intended and is in 
equitable.
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Subchapter D —Deferred Compensation, Etc.

53

Section
404(a)

Contributions to Union Retirement Plans

Contributions under retirement and similar employee ben
efit plans which are administered directly or indirectly by a
labor union rather than by the employer should be deductible
under section 162 in cases where the obligation of the em
ployer arises from wage negotiations or agreements.
existing law, an employer through no fault of his own could
Under
be denied a deduction where a labor union fails to comply with

the provisions of the Code by qualifying its plan under section 401 and
where the employees’ rights are forfeitable. It is manifestly unfair to
deny a deduction to the employer in such a situation. Since the employer
generally is required to contribute to a union plan to obtain or maintain
labor peace such contribution should be deductible under section 162
if not deductible under section 404. This treatment would be consistent
with the situation in certain pre-1954 plans (see section 404(c)).
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Section
404( a) ( 1) ( C)

54

Post Service Costs on Employer's Death or Liquidation

The residual deduction in respect of the 10-year stretch-out
of past service costs should not be forfeited on death or
liquidation of the employer to the extent of prior funding.

here past service costs are paid into a qualified employees’ trust
by an employer they are deductible at the rate of 10 per cent per
year. In a case where the employer has died or liquidated and had paid
more of the past service cost than was allowable as a deduction prior to
the year of liquidation or death, the remaining deduction is lost. This
remaining deduction should be allowed in the year of liquidation
or death.

W
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Section
404( a) ( 5)

Contributions to Non-exempt Employees' Trusts

Taxpayers making contributions to a profit-sharing or pen
sion trust not exempt under section 401 should be allowed
a deduction from net income for such payments in the year
the amounts are paid to the employees by the trust even
though the rights of the employees were forfeitable when
the contributions were made.
employer is allowed to deduct his contributions to an employees'
A npension
trust or annuity plan as provided in section 404(a)(5)

even if the trust to which the contributions are made has not qualified
under section 401, provided the rights of the employees under the plan
are vested when the contribution is made. If the employees’ rights are
forfeitable, the taxpayer is not allowed a deduction in any taxable year
as provided in the Regulations, section 1.404(a)-12.
This limitation forbidding the deduction in any taxable year is in
equitable. Where contributions are made to a profit-sharing or pension
trust not qualified under section 401, and the rights of the employees are
forfeitable when the contributions are made, the employer should be al
lowed a deduction (subject to the limitations of reasonableness outlined
in section 162(a)(1)) in the year the amounts are paid to the employees
by the trust.
The employees should be required to report as income only the
portion of the distribution which was not previously taxed to the
trust, and that the employer should be allowed a deduction only for
the portion of the distribution which is taxed to the employees. The
procedure for the allocation should be defined in the Regulations.
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Subchapter E

—

Accounting Periods

and Methods of Accounting

56
56

Section
446
Estimated Expenses

Taxable income of accrual basis taxpayers should recognize
reserves for deductions and expenses properly chargeable
to income of the taxable year if there is a reasonable basis
for relating the items to income of the period and the amount
of the reserve can be determined with reasonable accuracy.
taxpayers income for a fiscal period can best be determined
Foronmany
an accrual basis, and such accrual basis requires that recognition

be given to deductions and expenses applicable to the period even when
it is necessary to estimate the amount of such deductions and expenses.
Accounting practice generally is to recognize such items only when there
is a reasonable basis for making the estimates and when such recogni
tion is consistently made.
Previous consideration of this problem by the Congress has left an
unrealistic situation in determination of income for taxpayers faced
with these problems and has resulted in much litigation some of which
is still before the courts.
The Congress should restate the basic principle of the accrual basis
of determining income, that costs should be matched with revenues. The
Treasury Department should by regulation specify the types of expense
42

reserves w hich should be recognized and the criteria for their m easurem ent.
Taxpayers that can afford to litigate m ay be allow ed certain of these
deductions even on the basis of present law ( Milwaukee & Suburban

Transport Corporation v. Commissioner, U. S. Court of Appeals, Seventh
Circuit, October 24, 1960). Specific legislation on the subject w ould

settle the issue on a m ore satisfactory basis.
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Section
453(c)

Elimination of Double Taxation Upon Change from
Accrual to Installment Basis

Upon a change from the accrual to the installment basis of
reporting taxable income from installment sales by dealers
in personal property, installment payments actually received
during the year on account of sales made in a taxable year
before the year of change should be excluded in computing
taxable income for such year of change and for subsequent
years.
R eports accom panying the Internal R evenue C ode of
C ommittee
1954 (H .R . 8300, 83rd Congress) state unequivocally that it was

intended by the provisions of section 4 5 3 (c ) to “elim inate the double
taxation o f incom e w hen a taxpayer changes from an accrual m ethod to
the installm ent m ethod.” A ctually section 4 5 3 (c ) does not accom plish
its intended purpose. O nly very lim ited relief is provided from the
double tax penalty.
It is our belief that Congress w as not aware that section 4 5 3 (c ) as
drafted w ould not accom plish the purpose intended. U nder present
circum stances dealers w ho report on the accrual basis cannot afford
to follow the statutory procedure for a change to the installm ent basis
because of th e necessity of paying tax tw ice on the sam e incom e.
A ccordingly there has arisen the practice of resorting to transactions such
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as the sale of all outstanding installm ent accounts receivable prior to
adoption of the installm ent m ethod of accounting in order to avoid the
double taxation.
In order to accom plish equity betw een taxpayers w ho change from
th e accrual to th e installm ent m ethod of accounting for installm ent
sales and taxpayers w ho adopted the installm ent m ethod originally, and
in order to bring about the expressed intention of the Congress, section
4 5 3 (c ) should be am ended to perm it a change-over to the installm ent
m ethod w ithout double taxation of collections on receivables repre
senting sales m ade in years prior to the change-over.
In the event revenue loss is considered a deterrent to the approval
o f the recom m ended change, the am endm ent could provide that any
net operating loss in the year o f change attributable to adoption of the
installm ent m ethod w ould not be available as a carryback but only as
a carryover. T h is w ould elim inate any possibility of obtaining a refund
o f taxes previously paid through the expedient o f a change in the
m ethod o f reporting incom e from installm ent sales.
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Section
455

Taxation of Unearned Income Received in Advance

The accounting principle recognised in section 4 5 5 which
provides for the inclusion of prepaid subscription income
in gross income over the period during which the publisher
has a liability to furnish a publication to subscribers should
be made clearly applicable to all types of prepaid income.

S

ection 452 o f the Internal R evenue C ode of 1954 clarified the rule

for accrual basis taxpayers to provide that prepaid incom e should
be included in the period earned and in the periods in w hich related
expenses were incurred. U p o n retroactive repeal of section 452 on June
15, 1955, the C om m ittee on Finance announced that th e C om m ittee
believed a situation w hich perm itted som e taxpayers to defer prepaid
incom e w hile denying such right to others w as inequitable and should
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not be allow ed to continue. It w as further announced that the C om 
m ittee expected to report legislation dealing w ith prepaid incom e at
an early date.
In the T echn ical A m endm ents A ct of 1958 legislation was enacted
dealing w ith prepaid incom e from new spaper and periodical subscrip
tions by the addition of section 455 to the C ode. N othing further has
been accom plished to clarify the rule as to other types of unearned
incom e received in advance. T here should be no further delay in the
enactm ent of legislation w hich w ill result in the recognition of generally
accepted accounting principles in order to reflect clearly incom e for tax
purposes in the cases of all taxpayers w ho receive prepaid incom e. T h e
existing discrim ination in favor of subscription incom e should be elim i
nated by an extension of the provisions o f section 455 to all other
sim ilar situations.
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Section
482

Mitigation of the Statute of Limitations in Related Cases

Whenever under the provisions of section 482 the Secretary
of the Treasury exercises his right to reallocate income or
deductions between or among two or more taxpayers, there
should be the automatic right by the party whose income
is decreased or whose deductions are increased by such re
allocation, to pick up the effect of the adjustment and the
Statute of Limitations should be deemed reopened for that
purpose.
section 482 as presently written, the Secretary m ay reallocate
Under
incom e and deductions am ong related taxpayers where, in his opin

ion, such action is necessary to properly reflect the incom e of the re
spective related taxpayers. Q uite often it happens that an approved
increase in taxable incom e of one of the parties is determ ined at a tim e
w hen the statute of lim itations w ith respect to the other related taxpayer
has already expired, thus barring a tax refund for such other party
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w hich w ould otherw ise be obtainable. T h us the Secretary, after already
having collected the tax from the one taxpayer, can refuse, legally, to
refund the other party the tax justly refundable resulting in a double
taxation of the sam e incom e.
T his m anifestly inequitable result should be corrected. Section 482
(or sections 1311-17) should be am ended to provide that w here the
Secretary reallocates incom e am ong taxpayers under the provisions of
section 482, the statute of lim itations shall be reopened w ith respect
to the taxpayers w hose taxable incom es are decreased.
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Subchapter F —Exempt Organization

Section
522

60
Farmers' Cooperative Marketing and Purchasing Associations

Since farmers' cooperative marketing and purchasing asso
ciations are subject to both normal tax and surtax there
should be provisions which would permit the elimination of
any tax liability, otherwise assessable, by “deficiency allo
cations" upon a proposed deficiency by the Treasury De
partment. The allocation and distribution to members should
be permitted on the basis of the method under which a
personal holding company may be relieved of a deficiency
(section 547) for a year for which a deficiency is determined.
he problems o f cooperative associations in the accurate determ ina
T tion
of taxable incom e for th e purpose of nonpaym ent o f tax by

deductible allocations to m em bers call for unreasonable determ inations
by all accounting standards. T h e problem becom es extrem ely difficult
in th e area o f depreciation, provisions for bad debt losses, and other
allow able accruals and determ inations under the C ode, areas in w hich
other taxpayers, both corporate and individual, have reasonable ex
pectation of adjustm ent in a m anner to m eet a real tax liability. T h e
cooperatives under existing law m ust, in effect, treat each taxable year
as affecting a different group o f participants or m em bers, and adjust
m ents required by the Treasury D epartm ent cannot be related to the
applicable m em bers (w hether to their credit or charge) after the close
o f th e statutory period o f eight m onths and 15 days follow ing the close
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o f th e taxable year. Because a determ ination can take place w ithin
three years it is, therefore, no m ore than equitable that, follow ing a
determ ination (as in section 547) a cooperative association be perm itted
by statutory provision to rid itself of any deficiency proposed by allocation
to m em bers or patrons of am ounts created by such determ ination so as
to result in taxation of such am ounts in the hands of the m em bers or
patrons and not to the association.
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Subchapter J

—

Estates, Trusts, Beneficiaries and Decedents

61

Section
641

General Comment on Subchapter J

he committee's legislative recom m endations under Subchapter J
T takes
into consideration som e of the recom m endations of the Advisory

G roup on Subchapter J and certain of the provisions contained in H .R .
9662 (86th C ongress). T h e com m ittee has taken this approach in order
to clearly indicate its approval or disapproval o f the position taken w ith
respect to the estates and trusts provisions o f H .R . 9662.

167
611
642

62
Depreciation and Depletion — Estates

Where allocation of the deductions for depreciation and
depletion is not provided by the will or local law, such allo
cation shall be made according to distributable net income.
present law, in the case of an estate, the allowable deductions
Under
for depreciation and depletion are apportioned between the estate

and the heirs, legatees, and devisees on the basis of the income of the
estate allocable to each, regardless of any provisions to the contrary in
the will or under local law.
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Section
167
611
642

63
Tier System — Depreciation and Depletion

In the instances in which the governing instrument is silent,
the deductions for depreciation and depletion should he
apportioned between the beneficiaries and the trustee ac
cording to the distributable net income allocable to each.
However, some additional language is necessary to provide
a clear rule. “Distributable net income” is defined in sec
tion 643 as being “taxable income” with certain specific
modifications. To start with taxable income in this computa
tion, the fiduciary’s portion of depreciation and depletion
must already be deducted. Obviously, it is not possible to
determine the fiduciary’s portion of depreciation and deple
tion without determining first distributable net income.
Distributable net income should be defined as taxable income
before deducting any depreciation or depletion (in addition
to the other modifications set forth in the Code or in pro
posed legislation).
he recommendation for change in treatm ent of paym ents to chari
T table
beneficiaries as distributions raises a problem in the allocation

of deductions for depreciation and depletion. U nder present law, except
w here the trust instrum ent provides to the contrary, the deductions for
depreciation and depletion are apportioned betw een the fiduciary and
th e beneficiaries on the basis of the trust incom e allocable to each. For
exam ple, assum e that under the trust instrum ent A , an individual, re
ceives 50% of th e trust incom e and C, a charity, receives 50%
of the incom e. B, an individual, receives a distribution from corpus
o f th e trust. T here are no provisions for apportioning deductions for
depreciation or depletion in the trust instrum ent. U nd er the tier system
proposed herein, B w ill receive som e of the distributable net incom e;
how ever, since he receives no “trust incom e” he is not entitled to any
portion of the deductions for depreciation or depletion. T h e above rec
om m endation is m ade as a solution to this problem .
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64

Section
641

Multiple Trusts

Provision should be made for taxing in the aggregate and
as a unit, two or more trusts created by one grantor for the
same beneficiary (beneficiaries), or created by two or more
grantors for the same beneficiary ( beneficiaries) to the ex
tent that currently accumulated income of each trust stems
from the same grantor.
preference to a schem e of taxing the several related trusts separately
In during
the years incom e is accum ulated and then applying an

extended throwback rule w hen there is a distribution to the beneficiary
(as was provided in the H ouse version o f H .R . 9662, 86th C ongress),
incom e o f the trusts should be taxed each year in w hich incom e is
accum ulated, as if there were a single trust, w ith treatm ent of accum u
lation distributions in the same m anner as under present law.
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642

Separate Shares — Partial Termination

The deduction carryover provision of section 642(h ) should
be extended to the termination of a single beneficiary’s en
tire interest in an estate or trust having different beneficiaries
where such interest represents a separate share as deter
mined under section 663(c).
the present law the carryover provision applies only upon
Under
the final term ination of an estate or trust. T h e provision

should be extended as above suggested. U nd er such an am endm ent,
the estate or trust w ould lose that portion of the net operating loss
carryover, capital loss carryover, and other excess deductions allo
cated to such a beneficiary.
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Section
642
Charitable Deductions

Payments to a charitable beneficiary by an estate or trust
should be treated, not as a deduction from gross income
under section 642, but in the same manner as distributions,
for the purpose of determining the extent to which paid
out of income and the character of the income from which
the payment stems. (See recommendations with respect to
“ T ie r System”— sections 661 and 662).
will simplify the law and eliminate complicated adjustments
T his
now required. It will also simplify the administration of trusts and

estates.
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643
Corpus Deductions

Only the excess of corpus deductions over corpus income
should be deductible in computing distributable net income.
law allows all items of deductions, other than capital losses
Present
and the personal exemption (whether paid from income or prin

cipal), primarily as deductions in computing distributable net income,
which is the measure of the amounts taxable to the income beneficiaries.
Only when deductions exceed distributable net income are they allowed
as an offset against the items of income that are credited to corpus.
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Section
652
662

68
Death of a Beneficiary

In the event of the death of a trust beneficiary prior to the
close of the tax year of the trust, his personal representative
should be permitted an election to report the beneficiary’s
share of trust income in the final return of the beneficiary,
or in the return of his estate as income in respect of a
decedent.
trust and a beneficiary thereof have different taxable years
it is possible under present law for the beneficiary to be obliged
to report as much as twenty-three months’ income from the trust in one
taxable year. This circumstance can result as the consequence of death
of the beneficiary or other termination of his interest in the income
of the trust.
The above recommendation contemplates only the situation where
death of the beneficiary is the circumstance giving rise to the bunching
of income; however, it is also conceivable that bunching could result
from some other termination of existence of the beneficiary, such as
attained age, death of another, etc. Consideration should be given to
providing relief in these cases also.

W

hen a
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Section
661
662

69
Tier System

A four tier system, as set forth below should be established
to categorize the taxability of distributions to beneficiaries
and to make clear the status of charitable contributions and
commitments.
1. First tier — amounts payable only out of income o f the
taxable year;
2. Second tier — amounts payable either from income of
the taxable year or out of corpus, including accumulated
income of prior years;
3. Third tier — all other amounts paid, including all
amounts paid to a charitable beneficiary;
4. Fourth tier — amounts perm anently set aside for a char
itable beneficiary.
charitable distributions on an equal basis with distributions
T oto place
noncharitable beneficiaries would permit manipulation and tax

avoidance. In order to prevent the use of charitable beneficiaries as a
device to divert taxable income to noncharitable beneficiaries without
their having to pay tax on it, a tier system as above recommended is
necessary. For example, assume a trust is created for the joint benefit
of a charity and the grantor’s wife, with provision for distribution of
all of the taxable income currently to the charity and distribution of an
equivalent amount to the spouse out of corpus. Without pegging the
charity as a third tier distributee, this example would cause all the tax
able income to be attributed to the charity; however, under the pro
posed amendment which places the charity in the third tier, the spouse
and the charity would each be attributed one-half of the distributable
net income and each would be considered as having received a propor
tionate distribution from corpus, which is the most equitable solution
to the situation.
Since the subject sections deal with distributions both from current
income and from corpus, and in view of the fact that the law allows a
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charitable deduction for amounts paid or amounts permanently set
aside for a charity, it seems necessary that any deduction for an amount
of current income that is set aside for a charity, rather than disbursed
during the year, should be allowed only as a last resort, to the end that
any other distributions from the trust during the period will be recog
nized for what they are and taxed to the recipients in a manner con
sistent with effective and equitable administration of the tax law.
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Section
663

Corpus Distributions

The provisions of this section should he liberalized to per
m it exclusion from income of a beneficiary of:
1. All bequests or gifts, unless payable solely from in
come, if paid all at once or within one taxable year
of the estate or trust, or, in the case of installment
payments, if distributed before the close of the thirtysixth m onth after the death of the testator.
2. Any retd property, tangible personal property ( ex
cept m oney) or stock in a closely held corporation
which is properly distributed within the thirty-six
months following the death o f the decedent.
3. Any amount paid to a surviving spouse or depend
ents as an award or allowance, according to applicable
local law, within the thirty-six m onths following death
o f the decedent.
4. Any amounts distributed by a small estate during the
thirty-six m onth period following death of the de
cedent, unless such distribution is intended to be a
distribution o f income. It is recommended that this
exclusion be available only to estates of less than
$100,000 in value.
present law, payments of certain specific bequests or gifts of
Under
specific sums of money or specific property are not deductible from

distributable net income of the estate or trust and not includable in
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the income of the recipient, but other distributions that should not re
sult in a distribution of taxable income, and should not be taxed to
the recipient, fail to meet the test of the exclusion in the law.
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Section
663
Separate Shares — Estates

The separate shares rule should be extended to apply to es
tates as well as trusts when the estate has more than one
beneficiary and the beneficiaries have substantially separate
and independent shares in the assets of the estate.
present law, trusts which have more than one beneficiary and
Under
where any such beneficiary has a substantially separate share in the

trust, each such beneficiary’s share will be regarded as a separate trust
for the purposes of determining the amount of income distributable to
the beneficiary. As presently constituted, this provision applies only to
trusts. This should be extended also to estates.
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Section
665

Throwback Rule — Distributions

The law should be amended to make the throwback rule
applicable to accumulation distributions to alternative minor
beneficiaries, by reason of the death of a minor beneficiary
for whom the income was accumulated, only to the same ex
tent that the throwback rule would have been applicable if
the distribution had been received by the deceased minor
beneficiary.
law provides an exception to the application of the throw
Present
back rule when there is a distribution of income accumulated during

the minority of the distributee. In view of the frequent arrangement in
trust instruments for a contingent beneficiary to succeed to the interest
of a primary beneficiary should he die before a specified distribution
date, the application of the throwback rule in its present form results in
income being subject to tax in the hands of a contingent beneficiary
that would not have been subject to tax had it been received by the
primary beneficiary. The law should be amended to avoid producing
this result.
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Throwback Rule

665

Peel-Off Trusts

The throwback rule should be amended to except from its
application amounts distributed to another trust, if pursuant
to the terms of the trust instrument or applicable local law
and if the distribution is not payable solely out of income.
instruments creating trusts for the benefit of the grantor’s
Manychildren
provide for each of the trusts thus created to jointly

57

contribute toward the creation of another trust for the benefit of an
after-born child. Under present law the distribution would be subject
to the throwback rule, although such an application of the throwback
rule does not seem intended or warranted.

Section

666
668

74
Throwback Rule — Credit for Taxes

Section 6 6 8 (b ) should be amended to clearly provide that
every beneficiary should receive as a tax credit the portion of
the taxes deemed distributed to such beneficiary under sec
tion 6 6 6 (b ) or (c).
present law the beneficiary receives a credit equal to the
Under
portion of the taxes imposed on the trust which would not have

been payable by the trust in a preceding taxable year had the trust made
distributions to such beneficiary during such preceding year. Thus, under
existing law, the amount of the credit might be greater than the amount
of taxes deemed distributed and, with respect to later distributions, might
be less. This is illogical and should be corrected.
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Subchapter K —Partners and Partnerships

Section
701

75
General Comment on Subchapter K

has reviewed and approved the partnership provi
T hesionscommittee
of H.R. 9662 (86th Congress) except section 750 thereof relating

to disproportionate distributions of property.

751(b )
Nonproportionate Distributions

Nonproportionate distributions to partners of partnership
property (other than m oney) should be deemed a sale of
the property by the partnership to the partner to the extent
any partner receives more than his proportionate distribu
tion.
731(b) presently provides that no gain or loss shall be rec
ognized to a partnership on the distribution to a partner of property,
including money. Section 751(b) is an exception to section 731(b). It
applies whenever a partner receives in a distribution a disproportionate
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share of ordinary income assets in exchange for all or a part of his
interest in other assets. In such situations, the partner is deemed to have
exchanged in a taxable transaction his interest in the assets in which
he has received less than his proportionate share for an interest in the
other assets.
Section 751(b) is extremely complicated in its application. The meas
ure of complexity may be approximated by an examination of the Regu
lations. These deal with only simple factual situations to which the
statute would apply.
The principal problem under section 751(b) is the evaluation of assets
which are not distributed to the partners and the determination of the
partners’ interest in such assets. As a general rule the partners will
themselves value an asset which has been distributed but will not value
an undistributed asset. The burden put upon accountants by this section
is so heavy that as a practical matter the application of the section
has been avoided or ignored.
The Advisory Group on Subchapter K recommended that section
751(b) be deleted from the Internal Revenue Code. The Treasury De
partment objected and the Congress followed the Treasury incorporating
present section 751(b) in proposed section 750 of H.R. 9662 (86th
Congress).
The present proposal does not attempt to meet all the objections to
the elimination of section 751(b). However, it partially closes the loop
hole section 751(b) was designed to cover. It does avoid the complex
accounting and valuation problems implicit in section 751(b) since it
deals only with the property which has been distributed and with respect
to which the partners would ordinarily have made a valuation.
Thus, upon a nonproportionate distribution of ordinary income assets,
the partners receiving less than their proportionate share would have
ordinary income and in the same manner upon a nonproportionate
distribution of capital assets, the partners receiving less than their pro
portionate share would have capital gain. To some extent this would
be an extension of section 707(a) which presently recognizes that a
partner may engage in a transaction with a partnership other than in
his capacity as a member of the partnership.
The provisions of section 707(b) which deny losses in certain transac
tions between a partnership and a partner would continue to apply.
The proposed amendment would apply to current as well as liquidating
distributions. In the hands of the distributee partner the asset should
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have the same character (ordinary income or capital) as it had in the
hands of the partnership.
Optional basis adjustments under section 734 would become un
necessary.
The basis of the property received in the hands of the distributee
partner (including the disproportionate amount) would be the same
as that presently provided in section 732.
The proposed amendment is in lieu of section 750 of H.R. 9662 and if
adopted would also require the deletion of present section 751(b) from the
Code.
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Subchapter M —Regulated Investment Com panies
and R eal E state Investm ent Trusts

77

Section
851(b)(2)

Definition of Regulated investment Company —
Income Requirement

Present law requires that at least 90% o f the gross income
of a regulated investm ent company be from dividends, in
terest, and gains from the sale or other disposition o f stock
or securities. Gross income includes management fees. This
should be modified as to Small Business Investm ent Com
panies and venture capital companies under section 8 5 1 (e)
so that as to companies of this type gross income would not
include management fees for purposes of determining qual
ification as a regulated investment company.
Small Business Investment Act of 1958 authorized the creation
T ofhe Small
Business Investment Companies to furnish venture capital

to small businesses. These companies may qualify as regulated investment
companies under Subchapter M of the Code and some of them may
also qualify as venture capital companies under section 851(e). In
addition, other regulated investment companies may qualify as venture
capital companies under section 851(e). In each case, the nature of
venture capital operations is such that the companies receive fees for
management services rendered by them in assisting the new companies
in which they have investments. Such fees are part of gross income and,
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if the aggregate of such fees received by a company exceeds 10%
of gross income in any year, the company is disqualified as a regulated
investment company. It is true that the problem can be solved by the
creation of a wholly owned subsidiary which will act as a management
company receiving management fees and passing them up to the parent
as dividends; however these companies should not be put to the burden
of additional expenses and taxes which would result from the creation
of a subsidiary. Section 851(b)(2) should be amended so that the gross
income of Small Business Investment Companies and venture capital
companies under section 851(e) will not include fees for management
services for purposes of determining qualification as a regulated invest
ment company.

Part

78
Real Estate Investment Corporations

The privileges of Part II of Subchapter M dealing with the
taxation of real estate investment trusts should be extended
to real estate investment corporations.
L aw 86-779 added Part II of Subchapter M (sections 856-858)
Public
to the Code effective for taxable years beginning after December 31,

1960. The announced purpose of the legislation as indicated in com
mittee reports was to accord to real estate investment trusts which are
taxable as domestic corporations the same conduit treatment accorded to
regulated investment companies by Part I of Subchapter M (sections
851-855). The committee reports do not indicate why Part II, the
new legislation, was restricted to trusts while Part I applies to both
trusts and corporations operating as regulated investment companies.
The distinction appears to be both unwarranted and inequitable. While
in some areas of the country (Massachusetts) the bulk of the real estate
investment and operation may for local reasons be done by means of
business trusts, there are other areas of the country (New York) where
it is understood the trust vehicle is not legally available for real estate
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investment and operation. Since the intention of the law was to extend
regulated investment company treatment to real estate investments, the
corporate as well as the trust vehicle should be accorded the privilege.

Section

856(c) (6)( D )

79
(

Definition of Person for Real Estate Investment Trusts

The definition of person in section 7 7 0 1 (a )(1 ) should be
substituted for the more narrow definition found in the
Investm ent Company Act of 1940 now applicable to real
estate investment trusts.
856(c) (6) (D) brings into the new law dealing with real
estate investment trusts all the definitions of the Investment Company
Act of 1940 including that of person found in section 2(a) (27) of that
Act. This definition of person is narrow in that it does not include an
estate. Thus, a real estate investment trust cannot have an estate as a
shareholder since section 856(a) (5) requires that the beneficial interest
in a real estate investment trust be held by “100 or more persons.” The
definition of person in section 7701(a) (1) specifically includes an estate.
Since there appears to be no reason for excluding estates from owning
beneficial interests in real estate investment trusts, the broader definition of
person should be substituted for the more narrow one.
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80

Section
857

Undistributed Capital Gains of Real Estate Investment Trusts

The treatment of section 852(h)(2)(D ) which gives to reg
ulated investment companies an election to treat undistrib
uted capital gains as if distributed should be extended to
real estate investment trusts.
S

852(b) (2) (D) gives regulated investment companies an elec
tion relating to capital gains which are in fact undistributed. If the
election is exercised, the regulated investment company pays the tax
on the capital gains and the shareholders include them in their taxable
capital gains in computing their individual taxes. Each shareholder is
entitled to take credit against his tax for a proportionate part of the tax
paid by the regulated investment company. In addition, his basis is
increased by 75% of the capital gain thus included in his taxable
income. The purpose of this provision is to permit regulated investment
companies to retain capital gains for growth purposes and still permit
their shareholders some immediate benefit from the increase in basis.
It is probably true that real estate investment trusts will not realize
capital gains as frequently as regulated investment companies. However,
when they do, no apparent reason exists why they should not be accorded
the privilege of section 852(b) (2) (D), particularly since the announced
intention of Part II of Subchapter M was to accord to real estate in
vestment trusts the same tax treatment as regulated investment companies.
ection
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Subchapter N —Tax Based on Foreign Incom e, E tc.

Section
907( a )
904

81
Carrybacks and Carryovers of Foreign Tax Credits

The period of time within which (l)th e choice of an allow
ance of a credit for foreign taxes or a deduction of such
taxes with respect to any taxable year, and (2) an election
to claim the over-all limitation rather than the per-country
limitation of such foreign tax credits and any revocation
thereof (without consent of the Commissioner) with respect
to any taxable year, may be made or changed should be
extended to the period prescribed for making a claim for
credit or refund of the tax under Chapter 1 for the second
year preceding such taxable year, or the fifth year succeed
ing such taxable year, whichever shall expire the later.
904(d) provides for a carryback of two years and a carryover
of five years of excess tax paid. At the same time section 901(a)
provides that the choice for the allowance of a credit for foreign taxes
or a deduction for such taxes with respect to any taxable year may be
made or changed at any time before the expiration of the period pre
scribed for making a claim for credit or refund for such taxable year.
The election to claim the over-all rather than the per-country limitation
and any revocation thereof (without the consent of the Commissioner)
must be made within a similar period. Thus, a taxpayer under existing
law must make this choice and election before the maximum time has
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run for the carryover of the unused foreign tax credit and before the
taxpayer has had an opportunity to evaluate the ultimate effect of such
decisions. This is inequitable and the period within which such choice
or election can be made or changed should be made coterminous with
the expiration of the statute of limitations of the latest year which
could be affected under the carryback and carryover provisions appli
cable to foreign tax credits.
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Subchapter O —G ain or Loss on D isposition of Property

82

Section
1091
Wash Sales

The Wash-Sale provision should apply to security traders
(hut not to dealers) whether or not incorporated.
1091 as presently written, disallows wash-sale losses incurred
by taxpayers other than corporations only if such losses would be
deductible under section 165(c)(2). Section 165(c)(2) provides for
the deductibility of “losses incurred in any transaction entered into for
profit, though not connected with a trade or business.” It is clear that,
for such taxpayers, security losses incurred in a trade or business, de
ductible under section 165(c) (1), are not affected by the wash-sale rule.
It has been held that taxpayers whose business it is to buy and sell
securities for a speculative profit may deduct their losses under section
165(c) (1) and are, therefore, exempt from section 1091. Such taxpayers
are called traders and are to be distinguished from security dealers who
maintain an inventory and sell to customers in the ordinary course of
their trade or business. Traders, although holding their securities for sale,
are not merchants and may not inventory their positions because they
sell them through brokers and not to customers (Regulations section
1.471-5). It is also pertinent to note that, in the case of corporations,
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section 1091 is operative except as to losses incurred in the ordinary
course of the business of a corporate security dealer.
The special treatment given to noncorporate traders is not war
ranted and gives such taxpayers an unfair advantage over non
corporate investors and over corporations active in the purchase
and sale of securities. Even though this exemption is of long standing,
a persuasive case can be made for the position that it arose in the first
place as a result of a legislative misunderstanding. For a complete dis
cussion of the legislative background of this section, see S. Walter Shine,
“Wash Sale Losses—A Gift to Security ‘Traders,’ ” Taxes, June 1954,
p. 445, which indicates that the drafter’s original intention was to
limit the exemption to dealers because they could inventory their posi
tions. Since dealers may, under an appropriate inventory method, avail
themselves of unrealized losses in their inventory, the application of the
wash-sale rule to them is unnecessary. This interpretation of the original
legislative intent is logical, while the extension of the exemption to
traders who may not inventory their positions, is not. Furthermore, the
distinction between corporate and noncorporate traders is similarly
illogical and casts doubt upon the correctness of the latter’s exemption.
It should also be noted that the factual determination of who is or is
not a trader has caused considerable difficulty at the administrative levels
of the Internal Revenue Service. In a determination, so necessarily in
definite, as to whether or not a particular taxpayer’s buying and selling
activities are sufficient to constitute the carrying out of a trade or
business, inequitable decisions are bound to occur. This administrative
burden, with necessarily varying results among taxpayers in borderline
cases, is not warranted in administering a law that appears to be illogical
and of doubtful origin. For these reasons, section 1091 should be amend
ed so that it is applicable to all taxpayers except security dealers with
respect to transactions in the ordinary course of their trade or business.
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Subchapter P —C apital G ains and Losses

83

Section
1201
Capital Gains: Alternative Tax

The alternative tax should not he in excess of 25% of the
amount of the net taxable income when such net income is
attributable to net long-term capital gains.

A

having a business operating loss during the year and also
having a net long-term capital gain in excess of such loss is
taxed at regular rates on the net income including capital gain or at the
25% alternative rate on the entire capital gain, whichever produces
the lesser tax. Since the operating loss is absorbed by the long-term gain,
no carryover of the loss is permitted. As a result the taxpayer may be
required to pay tax exceeding 25% of the net income for the year,
effectively receiving no tax benefit for the operating loss.
The 25% maximum alternative tax should be applied to net taxable
income if such income is less than the net long-term gain.
taxpayer
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Section
1212

Capital Loss Carryover

Long-term capital losses should not he given the advantage
of becoming short-term for purposes o f carryover to suc
ceeding years.
the present law, a net capital loss, to the extent that it exceeds
Under
the maximum amount allowable under section 1211, may be

carried forward as a short-term capital loss. The loss to be carried
forward should retain its character as long-term or short-term, when
carried over to subsequent years. When a taxpayer has both a net long
term capital loss and net short-term capital loss, in a particular year, the
amount deductible under the limitation provisions of section 1211(b)
should be first the short-term loss to the extent thereof.
To illustrate the effect of the recommendation, consider the following
example:
In 1960, “A” has a net long-term capital loss of $5,000 and a net
short-term capital loss of $8,000. In 1961, “A” realizes $50,000 of net
long-term capital gains and $20,000 of net short-term capital gains.
Effect under the present law: The short-term and long-term losses in
1960 would be added for a total of $13,000. $1,000 would then be
applied against ordinary income in 1960 and the balance of $12,000
would be carried over as a short-term capital loss in 1961. After applying
the carryover, the net result in 1961 would be a net long-term capital
gain of $50,000 and a net short-term capital gain of $8,000 ($20,000
of short-term gain minus $12,000 of carryover).
Effect of committee recommendation: $1,000 of the $8,000 of short
term loss in 1960 would be applied against 1960 ordinary income. There
would then be a carryover to 1961 of a long-term loss of $5,000 and a
short-term loss of $7,000. This would produce, in 1961, a net long-term
capital gain of $45,000 and a net short-term capital gain of $13,000.
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Section
1232

Capital Loss Treatment of Bad Debts

Any loss resulting from partial uncollectability of an advance
to a company which is an affiliate as defined in section
165(g)(3) should not be permitted to be turned into a
capital loss merely because the advance is evidenced by a
note or other form of indebtedness.
1232 provides for capital gain or loss treatment on the retire
ment of indebtedness issued by any corporation or government or
political subdivision thereof. Under the 1939 Code, the treatment was
limited to indebtedness issued with interest coupons or in registered
form. The 1954 Code, however, dropped this requirement and extended
the capital gain or loss treatment to all corporate and government
“bonds, debentures, notes, or certificates or other evidences of indebted
ness” issued on or after January 1, 1955 which are capital assets to the
taxpayer.
Because of the 1954 change, certain items that could previously be
deducted as bad debts under section 166 may now be capital losses
under section 1232. For example, if Corporation A, for good business
reasons, makes a loan to Corporation B, which is evidenced by a note,
and Corporation B is subsequently able to repay only a portion of the
loan, Corporation A might have a capital loss on the retirement of the
indebtedness (assuming that the note is a capital asset in the hands
of A). Although the Committee Reports on the 1954 Code give no
indication one way or the other, it seems unlikely that this result was
intended. Therefore, section 1232 should be made inapplicable to
losses from affiliates as defined in section 165(g)(3) which would
otherwise qualify as business bad debts under section 166.
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Section
1233

86
Conversion of Capital Loss

The conversion of capital loss to ordinary deduction by use
of the short sale device should be eliminated.
is sold short just before the ex-dividend date and the sale
Ifisstock
covered just after that date, a short-term capital gain may be ex

pected to result which can offset an existing capital loss. Making good
on the dividend on the short stock then will result in an ordinary de
duction.
A minimum period such as 30 days should be provided for maintaining
the short position. If the short position is maintained for a lesser period,
an ordinary deduction should be allowed for the amount paid to make
good on the dividend on the short stock only to the extent, if any, that
the amount paid exceeds the capital gain on covering the short sale. To
the extent the amount paid does not exceed the gain, it should be
applied to reduce the gain.
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1238

Amortization in Excess of Depreciation

The provisions relating to amortization in excess of depre
ciation should be made to apply to a ll facilities with respect
to which 5-year amortization is taken,
the provisions of section 1238, gain from a sale or exchange
Under
of property (emergency facility) will be treated as ordinary income

to the extent that its adjusted basis as a result of amortization under
section 168 is less than the adjusted basis would have been if section
167 had applied.
This recommendation is intended to bring other facilities subject to
amortization under the provisions of this section, such as grain storage
facilities.
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Subchapter Q —Readjustm ent of Tax Between Years
and Special Lim itations

88

Section
1301
Averaging of Income

Averaging of income for individuals should he permitted.
Many plans for such averaging have been submitted, in
cluding one by the Institute in the hearings before the Com
mittee on Ways and Means, House of Representatives, 83rd
Congress, 1st Session, on Forty Topics Pertaining to the
General Revision of the Internal Revenue Code, page 595,
and another in H. R. 126 (85th Congress). This recom
mendation contains an alternative approach for averaging.
of graduated surtax brackets, two different taxpayers who
Because
receive the same aggregate income over a period of years can pay

substantially different federal income taxes. The taxpayer whose in
come is fairly stable will pay the minimum amount, while the taxpayer
whose income varies substantially from year to year will pay more. We
believe that this result is unfair and should be alleviated. Limited relief
has been granted to taxpayers in certain specific situations under sections
1301-1306. Generally speaking, these sections permit taxpayers to com
pute their tax on certain items of unusual income, a portion of which
is attributable to prior years, by spreading it back over prescribed periods.
This relief is quite limited, however, and does not afford any help to
taxpayers whose income, though solely attributable to one year, is
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highly sporadic. Such situations are common. The ones that get the most
publicity include baseball players receiving bonuses, prize fighters, movie
actors, and sweepstakes’ winners. The same problem, however, may
affect many taxpayers with less spectacular pursuits, such as commis
sion salesmen.
Many different types of averaging techniques have been suggested. In
this connection, see the articles on averaging in Vol. I, Tax Revision
Compendium, Committee on Ways and Means, November, 1959, pages
579-677. Many of these suggestions are extremely complicated and per
haps impractical. This is an area which requires a great deal of think
ing, study, and discussion. Nevertheless, the need for relief in many
cases is so great as to warrant passage of an averaging provision at the
earliest possible time.
In the May, 1958 issue of The Journal of Accountancy, there appeared
on page 27 an article by Professor W. E. Dickerson entitled “Averaging
Income for Tax Purposes.” This article presents a relatively simple plan
which we believe, within practical limitations, accomplishes most of
the objectives of an averaging system. The main features of the plan
are as follows:
1. A five-year block system of averaging is made available, on an
optional basis, to individual taxpayers. In other words, a taxpayer would
have the privilege of using this system at intervals of five years or more.
Once a particular year has been included in a block, it can not be included
in a subsequent averaging block. This system limits the number of tax
adjustment claims and also prevents the use of low income years in
more than one average.
2. The taxpayer uses the averaging system to determine the excess of
the taxes payable on the income of the most recent five years over the
amount that would have been payable had one-fifth of that income
been reported in each year. This would be done by totaling the taxable
income for the five years, dividing the total by five, applying to the
average income a tax at average rates, multiplying the average tax
figure by five, and finally, comparing that total with the total tax actually
paid for the five years. The use of average rates (which would be
prescribed and kept up to date by the Internal Revenue Service) in
computing the tax on average income avoids any difficulty that might
arise because of a change of tax rates during an averaging period. When
a change in marital status occurs during the averaging block, the fiveyear span is divided into shorter averaging periods.
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3. The excess of the tax paid over the total average tax as computed
above would be refundable to the taxpayer only to the extent that it
exceeded one per cent of the total taxable income for the five-year
period. This introduces a tolerance factor which would limit the formula’s
use to taxpayers who would otherwise suffer severe hardships because
of variations in annual income. Legislatively, this tolerance factor can
be varied, making it higher or lower than the one suggested.
4. Administratively, the taxpayer could be required to file his averag
ing schedule with the tax return for the last year in the five-year block,
so that the refund due to him as a result of the application of the
formula could be applied against the tax due from him for the final
year in the block computed in the regular manner. Any excess could
be made subject to the same election as to refund or application against
estimated tax as is presently called for in the case of overpayments due
to excess withholding or estimated tax payments.
The cited article goes into greater detail on the proposed plan and
presents illustrations of its effect and even suggests forms that might be
used. As stated by Professor Dickerson, the proposal is flexible, and
could incorporate many changes without affecting its basic features. It
suggests a practical basis for including in the law a much needed and
long overdue general averaging relief provision.

Section
1321

89
Involuntary Liquidation of LIFO Inventory

Rules regarding involuntary liquidation of LIFO inventories
should be permanently extended to cover all conditions
and circumstances beyond the reasonable control of the
taxpayer which, directly or indirectly, prevent the acquisi
tion of inventory.
he LIFO inventory method is based on the realistic business fact
T that
a going business must maintain a “fixed” minimum inventory

position in order to continue functioning effectively. Based on this assump
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tion, Congress has seen fit in the past, during wartime and similar
emergency periods, to provide special rules covering involuntarily liqui
dated LIFO inventories. In these circumstances, the liquidation must
have been the result of the prevailing emergency conditions in order to
invoke the special rules providing for replacement of the liquidated LIFO
inventory at a tax cost basis equivalent to that of the inventory formerly
held.
Similar conditions completely beyond the reasonable control of the
taxpayer may exist in periods other than those of national emergency
which may effectively prevent maintenance of the normally-required
inventory by a particular taxpayer. Such conditions, for example, might
include events such as fires and floods, as well as economic happenings
such as strikes even though peculiar to the particular taxpayer.
In view of this, the Code should be amended to provide permanent
rules covering the involuntary liquidation of LIFO inventory caused by
circumstances and conditions beyond the reasonable control of a taxpayer.
Naturally, sufficient safeguards should be enacted to make certain that
the liquidation is the result of such circumstance or condition, and that
it is not simply a coincidental event.
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Subchapter R—Election of Certain Partnerships and
Proprietorships as to Taxable Status

Section
1361(b)

90
Professional Proprietorships and Partnerships

The provisions of Suhchapter R should he broadened to
permit professional proprietorships and partnerships, re
gardless of size, to elect to he taxed as domestic corporations.
1361 was intended to permit certain proprietorships and
partnerships the opportunity to elect to be taxed as domestic cor
porations while still conducting the enterprise as a proprietorship or part
nership. A large group of proprietorship and partnership enterprises
engaged in professional endeavors that may not obtain corporate status
because of professional or state law requirements relating to their prac
tice is unable to avail itself of the benefits of section 1361. The
provisions of the Code that prevent such enterprises from electing to
be taxed as domestic corporations are:
Section 1361(b)(1): Limitation as to not more than 50 individual
members. Many professional partnerships have
more than 50 partners.
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Section 1361(b)(3): Limitation as to non-resident alien partners. It
is not unusual for professional partnerships to
have Canadian, Mexican and South American
partners.
Section 1361(b)(4): Requirement that capital be a material incomeproducing factor. Professional proprietorships
and partnerships as a group do not generally
employ capital as a major income-producing
factor.
There seems to be no valid reason why professional partnerships
should be barred from the benefits of section 1361. As a matter of fact,
since many state laws and, in certain circumstances, professional rules
for non-tax reasons prohibit incorporation of certain enterprises, it would
appear that the Internal Revenue Code should compensate for such
tax inequities by permitting such enterprises to be taxed, if they wish,
as corporations.

Section
1361(d)

91
Employees' Pension Trusts, Profit Sharing, etc.

A partner or proprietor of an unincorporated business en
terprise electing to be taxed as a domestic corporation should
be considered an employee for purposes of employees' pen
sion trusts, profit sharing plans, stock-bonus plans, etc.
an unincorporated enterprise elects to be taxed as a domestic cor
If poration
under section 1361, it is treated as a corporation for

most income tax purposes. A notable exception is subsection (d) which
excludes partners or proprietors from the definition of employee for the
purposes of section 401 (relating to employees’ pension trusts, etc.).
There is no compelling reason for this inequitable limitation and
section 1361(d) should be repealed.
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Subchapter S—Election of Certain Small Business
Corporations as to Taxable Status

92

Section
1371(a)

Testamentary Trust as Shareholder

A testamentary trust should he perm itted to he a shareholder
in an electing small business corporation, provided that if
the income of the trust is distributable, each beneficiary
entitled to receive trust income, as well as the trust, would
be considered a separate shareholder for the purpose of
determining whether the corporation has more than 10
shareholders.
law limits shareholders in electing small business corpora
Present
tions to individuals and estates.

The present rule unduly hampers owners of small businesses in plan
ning the distribution of their estates. All the benefits of the electing
small business corporation provisions will be lost if the shares of any
shareholder become part of a trust under the shareholder’s will. There
fore, the testamentary trust device (which serves many non-tax purposes
in estate planning) is precluded unless the shareholder’s estate and all
the other shareholders are to be deprived of small business corporation
benefits.
No apparent Congressional purpose would be violated by permitting
testamentary trusts to be shareholders—such trusts lack the income-tax80

avoidance possibilities of inter vivos trusts and they do not materially
increase the number of beneficial owners of the corporation.
If the trust accumulates income, it would be considered one share
holder. If its income is distributable, the trust would be considered a
shareholder and each beneficiary entitled to receive income would be a
separate shareholder in determining the total number of shareholders.

93

Section
1372(e)(5)

Denial of Election to Personal Holding Companies

The denial of the Subchapter S election should be confined
to only small business corporations that are personal hold
ing companies.
provision was intended to prevent personal holding companies,
T his
which are generally not considered to be small business corporations,

from obtaining the benefits of Subchapter S. The effect of the provision,
however, is to deny the benefits to small business corporations who may
have personal holding company income, but that are not personal hold
ing companies. For example, a corporation receiving more than 50%
of its gross income from rents should not be denied the right of the
benefits of the Subchapter S election.
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Section
1375(d)

94
Money Dividends

A money dividend paid after the close of any taxable year
by an electing small business corporation, and on or before
the 15th day of the third month following the close of such
taxable year, should be considered as paid during such
taxable year. This provision would apply only if there was
no change in shareholders other than by death prior to the
date of distribution.
present law, shareholders of an electing small business cor
Under
poration are taxed on the corporation’s income even if it is not

distributed to them. If the corporation distributes to a particular share
holder income which has been taxed to him in an earlier year, the
shareholder receives it tax-free. The Regulations (section 1.1375-4(b)),
however, provide that no such distribution of previously taxed income
can be made until all the earnings of the taxable year have been
distributed.
Many electing small business corporations prefer to distribute all their
income annually, but cannot do so before the end of the taxable year
because the income cannot be determined until inventories are taken
and valued and other closing entries made. The proposed amendment
conforms generally to section 563(a) and gives the corporation an addi
tional 75 days to determine its undistributed taxable income.
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CH APTER 6

Subchapter A —Consolidated Returns

Section
1501

95
Election to File Consolidated Returns

The election should he made to apply to the taxable year
during which the late is changed, irrespective of the filing of
a prior year's return before or after the date the change is
effected or enacted.
the provisions of Regulations section 1.1502-11, if a consolidat
Under
ed return is made under section 1501 for any taxable year, a con

solidated return must be made for each subsequent taxable year during
which the affiliated group remains in existence unless subsequent to
the exercise of the election to make consolidated returns the Internal
Revenue Code or the Regulations under section 1502 have been amended
and the amendment is of a character which makes it substantially less
advantageous to affiliated groups as a class to continue the filing of
consolidated returns regardless of the effective date of the amendment.
Often the Internal Revenue Code or Regulations are amended during
the year but before the tax returns for the prior year are due to be filed.
For example, the Technical Amendments Act of 1958 was effective on
September 2, 1958. Many taxpayers had obtained extensions until Sep
tember 15, 1958 in which to file the 1957 income tax returns. These
taxpayers, therefore, had to decide prior to September 15, 1958 the
effect of the 1958 Act on their election to file consolidated returns. If
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they elected to file a consolidated return for 1957, they would then be
bound to file consolidated returns for 1958. This was an undue bur
den on taxpayers in view of the fact that there was no certainty
prior to the enactment of the 1958 Act that it would be a basis for
permitting the filing of separate returns if consolidated returns were
filed in the prior year. Furthermore, under the present Regulations, if
the law is changed any time prior to the due date for the filing of a
return, the taxpayer must decide whether to file consolidated or separate
returns for both the current year and the prior year. It is not equitable
to require a taxpayer to decide whether separate or consolidated returns
should be filed for a prior year on the basis of a change of law in the
current year.
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S u b title B— E sta te an d G if t T axes
C H A P T E R 11

Subchapter A —Estates of Citizens or Residents

Section
2042

96
Reversionary Interests — Insurance

The provisions relating to the 5% reversionary interest
should he limited to those situations where the decedent
retained a reversionary interest, and to exclude from its
applicability any interest that arises through inheritance or
operation of law.
law provides for the inclusion of the value of insurance
Present
receivable by beneficiaries other than the executor in the gross

estate of the decedent where the decedent had any incident of owner
ship in the policy. Present law also provides that “incident of ownership”
includes a reversionary interest if its value is more than 5% of
the value of the policy immediately before death, and it also provides
that a reversionary interest can arise by the express terms of the policy
or other instrument or by operation of law.
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Section

97

2055
Charitable Deductions

The definition of a charitable deduction, for estate tax pur
poses, should be amended to agree with the definition of the
same term for income tax purposes, so as to include such
charities as community funds and foundations.
here does not appear to be any logical reason why the two definitions
T should
differ.
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2056(d)

Disclaimer — Marital Deductions

Where an interest in property is left to someone other than
a spouse but disclaimed by such person under circumstances
that cause such interest to go to the surviving spouse, such
interest should be considered as passing to the surviving
spouse for marital deduction purposes.
reasonable that an interest in property passing outright to
Ittheseems
surviving spouse under the above circumstances should qualify

for the marital deduction.
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S u b title F— P ro ced u re end A dm in istration

CH APTER 66

Subchapter A —Returns and Records

99

Section
6501

Elective Extension of the Statute of Limitations Where
Promulgation of Treasury Regulations Is Delayed

Where the promulgation of any Regulation is delayed until
after the normal period of limitations has expired for any
year to which such Regulation is applicable, any taxpayer
affected by the Regulation should have the right, for one
year after its adoption, to file a claim for refund based solely
on the effect of such Regulation on the tax liability.
are created where taxpayers are obliged to file income tax
Hardships
returns without the benefit of Treasury Department interpretations.

This occurs where Regulations are issued after the period of limitations
with respect to the returns filed have expired and the Regulations as
promulgated apply retroactively from the effective date of the applicable
Code section.
Taxpayers who have prolonged the settlement of their tax liabilities
until after Regulations have been adopted will be in a position to take
advantage of any favorable Regulations which are adopted on a de
layed basis. Those taxpayers who settle their liabilities promptly may
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suffer under present law, because the period of limitations will have
expired before a Regulation is adopted.
Since the delay in issuing Regulations results from inaction by the
Treasury Department and through no fault of the taxpayer, this ex
ception to the normal period of limitations should run solely in favor
of the taxpayer and not also in favor of the government.
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Section
6501

Eight-Year Period of Limitations Where No Tax Return Is Filed

If a taxpayer can show that his failure to file a tax return was
based upon a bona fide belief that none was required or that
the return actually had been filed, the period of limitations
on assessment should expire eight years after the due date
of the return.
he filing of a return which includes just over 80% of the
T actual
gross income protects a taxpayer from the statute of limitations

after six years from the date of filing. Yet failure to file a return, even
under circumstances of innocence, leaves a taxpayer forever exposed to
any tax liability which was actually owed. Even if at the due date of the
return there were valid precedents for a position that no tax liability
existed, a contrary judicial interpretation twenty years later can expose
such a taxpayer to payment of a tax. In addition, taxpayers who mail
nontaxable returns that never reach the District Director’s office stand
forever exposed to the same risks without even knowing it.
The burden of proof should rest distinctly upon any taxpayer claiming
the benefit of this protection.
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C H A P T E R 67

Subchapter A —Interest on Underpayments

Section

6601

101
Interest on an Underpayment on Form 7004

It should be made clear that, where a corporation has ob
tained an extension of time for filing its income tax return
under section 6081(b ) , interest will be charged on an
underestimate only to the extent that the correct first in
stallment exceeds the amount actually paid as a first install
ment.

A

is entitled to an automatic extension of time for filing
its income tax return upon the filing of Form 7004 and the payment
of one-half the estimated amount of its tax. Interest is quite properly
charged where the corporation’s estimate of its tax is less than the tax
which is ultimately shown on its return. However, the amount of such
interest is computed on a basis which is inequitable and possibly in
correct. The Internal Revenue Service takes the position that interest
should be computed as if the Form 7004 were a final return. Thus, it
computes interest on the excess of the final tax over that shown on the
Form 7004 just as if the Form 7004 were a return. The historical
practice, before the enactment of section 6081(b), was to charge in
terest only on the difference between the correct first installment and
the amount paid as a first installment. This historical practice should
be the present law.
The effect of the present law (or the Treasury’s interpretation of
corporation
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the present law) is that an interest charge would be asserted under the
following circumstances where no actual underpayment was involved:
Tax estimate per Form 7004
$100,000
Installment paid with Form 7004
$ 75,000
Tax per Form 1120 (final tax)
$150,000
Under these circumstances, the Treasury’s position is that interest should
be computed for three months on $25,000 (the difference between half
the final tax and half the amount shown on the Form 7004).
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C H A P T E R 68

Subchapter A —Additions to Tax and Additional Amounts

Section
6654
6655

102
Deductibility of Underestimation Penalties

The charge provided by sections 6654 and 6655 for underpayment of estimated taxes should be allowed as a deduction
for income tax purposes.
dditions to the

tax provided by sections 6654 and 6655 are imposed
to reimburse the Treasury for loss of the use of money which,
otherwise, would be available currently. Thus, the additions are in fact in
terest charges and should be deductible as such. This treatment would
lessen the inequity which results from the “notch” effects of the penalty
exceptions provided by subsection (d) of sections 6654 and 6655.

A
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C H A P T E R 75

Subchapter A —Crim es

Part I

103
Voluntary Disclosure of Fraud

A taxpayer who makes complete and voluntary disclosure
(under circumstances which leave no doubt as to the volun
tary nature of his act) of any fraudulent tax return filed
by him or of any other tax evasion on his part should be
granted immunity from criminal prosecution on account of
such voluntarily disclosed acts.
the Treasury Department’s voluntary disclosure policy which
Under
existed before January 10, 1952, there was an incentive for a

frightened or conscience-stricken tax offender to pay his tax liabilities
and civil penalties in return for immunity from criminal prosecution.
Under the present policy of the Treasury Department, however, such
an offender may well be prudent to “sit-out” the six-year period of
limitations on criminal prosecution and take his chances on discovery
of his civil liability. In many cases discovery is never made.
A sound voluntary disclosure provision should produce substantial col
lections of taxes, penalties, and interest from individuals who, otherwise,
might never be caught in the enforcement net. Such a provision should
contain stringent safeguards, however, to prevent the nearly-trapped
offender from escaping to its shelter.
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104

Section

7206( 1)

Criminal Penalty — declaration of Estimated Tax
Based on Preceding Year's Tax or Facts

A clarifying amendment should he made to section 7206(1)
in order to eliminate all possibility of criminal penalty where
a declaration of estimated tax is based on the preceding
year’s tax or facts, even though the taxpayer may then believe
that the current year’s return will show higher tax on income.

A

clarifying amendment

is necessary to conform the civil and criminal
penalty sections where a declaration of estimated tax is based on
the preceding year’s tax or facts. Under such circumstances, there is no
civil penalty and it should be made clear also that no criminal penalty
is possible. A taxpayer should be allowed to estimate the current year’s
tax on the basis of his preceding year’s tax or facts (methods which
many or most taxpayers use because they are convenient and definitely
ascertainable) without jeopardy of criminal penalties even if the current
year’s tax proves to be substantially higher than that of the preceding year.
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C H A P TE R 77— Miscellaneous Provisions

Section

105

7502(a)
Timely Mailing — Timely Filing

Timely mailing of a tax return should constitute timely
filing, just as for other documents. Where a tax return or
other document is mailed from a foreign jurisdiction, timely
mailing should constitute timely filing if the envelope, with
air mail postage affixed, is presented on or before the due
date of the return or document to any United States Con
sulate or other agency designated by the Congress or by
Regulations.

A

s a matter of administrative practice, the Internal Revenue Service
has accepted the postmark date as the date of filing a tax return,
and taxpayers have come to rely on this practice. This administrative
practice should be given statutory authority.
Persons outside the United States at the time of mailing any tax return
or other document lose the benefits of section 7502, because the United
States postmark, if any, will be affixed some time after the act of mailing
takes place. This is particularly important where the movement of mail
in foreign countries may be slower than customary in the United States.
The interests of the Service should be adequately protected if such docu
ments are presented to United States Consulates, for example, with air
mail postage affixed, and an appropriate date stamp is placed on the
envelope.
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